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Foreword 


Welcome to WorldatWork Course GR6: Variable Pay — Improving Performance with 
Variable Pay. 


To achieve the greatest benefit from this program, your active participation is encouraged. 
Please feel free to ask questions relevant to the topics presented and share your ideas 
and experiences with the instructors and other participants. Additionally, the coffee breaks 
and lunches are excellent forums for sharing thoughts and ideas about the compensation 
function. 


In creating the WorldatWork educational program, we seek to offer the highest quality 
professional development opportunities for human resources professionals with 
concentrations in compensation, benefits and total rewards. We invite your opinions and 
suggestions about the course and its content to assist us in updating our courses and to 
ensure they are meeting your needs. 


Thank you for your participation. 


Version 3.03.3 


The information in this publication, as prepared by the authors and reviewed by other experts in the field, 
represents various approaches to compensation and benefits management. WorldatWork strives to 
provide information and perspectives that will help readers apply appropriate practices in their own 
organizations, but does not provide prescriptive advice. Nothing herein should be construed as an attempt 
to aid or hinder the adoption of any pending legislation, regulation or interpretive rule, or as legal, 
accounting, actuarial or other such professional advice. 
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Course GR6 


Course Overview 
This intermediate-level course presents the fundamentals of variable pay. The course 


focuses on compensation strategy and variable pay, definitions and the design and 
implementation of incentive, recognition and bonus plans. 


Intended Audience 


This course is intended for HR professionals responsible for designing, assessing or 
maintaining variable pay programs. 


Thank You 


Thank you for choosing WorldatWork to support your professional development efforts. 
If you have any questions about the course please call WorldatWork headquarters at 
877/951-9191. Our mailing address is 14040 N. Northsight Blvd., Scottsdale, AZ 85260. 


Our Pledge to You 


WorldatWork is committed to providing you with high-quality products and services. 

Our staff at the association’s global headquarters in Scottsdale, AZ, is dedicated to your 
satisfaction. If we do not meet your expectations — or if you wish to share any comments, 
suggestions or questions — please feel free to contact us at any time. 

We appreciate your support. 


WorldatWork 

Toll-free 877/951-9191 

Fax 480/483-8352 
customerrelations@worldatwork.org 
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Overview: Course GR6 


MODULE 1 

Total Rewards and Variable Pay 

Presents variable pay as a component of total rewards. 
m Elements of compensation 

m Categories of variable pay 


MODULE 2 

Supporting Business Objectives through Variable Pay 

Discusses alignment of business objectives with business strategy and business lifecycle, 
and supporting those objectives with variable pay. 

m Business strategy 

m Business strategy drives business objectives 

m Business lifecycle 

m Variable pay helps achieve business objectives 


MODULE 3 
Types of Variable Pay 
Addresses the objectives, approaches and considerations related to the three categories 
of variable pay: incentives, bonuses and recognition. 
m Incentive plans 
@ Short-term incentive plans 
« Profit-sharing plans 
« Performance-sharing plans 
» Individual performance-based plans 
@ Long-term incentive plans 
» Equity- and nonequity-based plans 
m@ Bonus plans 
@ Referral bonus 
@ Hiring (sign-on) bonus 
@ Retention (stay) bonus 
# Project completion bonus 
m Recognition plans 
@ Spot awards 
@ Managerial recognition 
@ Nominations 
@ Organizationwide recognition 
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OVERVIEW: COURSE GR6 


MODULE 4 
Developing a Variable Pay Plan — Phases 1 and 2 


Addresses the first two phases in developing a variable pay plan: pre-design and design. 
It highlights internal and external factors that need to be considered in developing a 
variable pay plan. It then discusses the activities for designing the structure of the plan. 


m Phase 1: Pre-Design 
# Considering internal and external factors 
@ Obtaining management support 
¢ Identifying the design team 

m Phase 2: Design 
@ Determining plan objectives and plan type 
¢ Defining eligibility 
# Selecting performance measures 


MODULE 5 
Developing a Variable Pay Plan — Phase 3 


Discusses the final phase in developing a variable pay plan: funding and distribution. 
It presents aspects to be considered in establishing target performance and payouts. 
It then provides an overview of funding and distribution of plan earnings. 


m Phase 3: Funding and distribution 
@ Determining performance targets and payouts 
# Funding the plan 
¢ Distributing plan earnings 

mg Final approval 
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OVERVIEW: COURSE GR6 


MODULE 6 
Implementation and Evaluation 


Covers key activities for implementing a plan, including the development of a 
communication plan. It then discusses how to evaluate the success of a variable pay plan. 


m Plan implementation 
@ Selecting the implementation team 
@ Developing the communication plan 
@ Introducing the plan 
# Coordinating plan administration 
m Plan evaluation 
@ Determining plan effectiveness 
@ Why plans fail 
¢ Potential evaluation outcomes 


CASE STUDIES 
= For use with Modules 2 and 5 


APPENDIX 
m Quiz answers 
= Support materials for course modules 


EXAMS 
m = Information on WorldatWork Society of Certified Professionals certification exams 
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Variable Pay 
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Module 1 
Total Rewards and Variable Pay 


Introduction 


Variable pay is one component of an organization’s total rewards program. Total rewards 
includes all the tools available to the employer that may be used to attract, retain and 
motivate employees. These tools include compensation, benefits, work-life, performance 
and recognition, and development and career opportunities. This module will introduce you 
to the role of variable pay in the total rewards program, as well as the different categories 


of variable pay. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Explain how variable pay fits into the total rewards model. 


2. Define the three major categories of variable pay. 
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Total Rewards 


= Definition — the monetary and nonmonetary 
returns provided to employees in exchange 
for their time, talents, efforts and results 


= Total rewards strategy (five key elements): 
# Compensation 
¢ Benefits 
@ Work-life 


# Performance and recognition 


@ Development and career opportunities 


Total Rewards 


Why do employees choose to remain with a particular employer? Why do they leave? 
Total rewards are often the answer. 


= Definition — Total rewards are the monetary and nonmonetary returns provided to 
employees in exchange for their time, talents, efforts and results. Total rewards involve 
the deliberate integration of five key elements that effectively attract, motivate and retain 
the talent required to achieve desired business results. 


= Total rewards strategy — Total rewards strategy is the art of combining the five 
key elements into tailored packages designed to achieve optimal engagement. For a 
total rewards strategy to be successful, employees must perceive the monetary and 
nonmonetary rewards as valuable. The five key elements of a total rewards strategy are: 


@ Compensation 

@ Benefits 

@ Work-life 

@ Performance and recognition 

@ Development and career opportunities 
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The Total Rewards Model 
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The Total Rewards Model 


The total rewards strategy should be aligned with the HR and business strategies to 
achieve organizational goals. An optimal mix of total rewards can help to attract, motivate 
and retain the talent needed to effectively contribute to organizational objectives. 


= Compensation — cash (or equivalent) provided by an employer to an employee for 
services rendered 


= Benefits — programs that an employer uses to supplement the cash compensation 
an employee receives 


= Work-life — a specific set of organizational practices, policies and programs, as well as 
a philosophy, that actively supports efforts to help employees achieve success within 
and outside of the workplace 


= Performance and recognition — Performance is the alignment and assessment of 
organizational, team and individual efforts toward the achievement of business goals. 
Recognition gives special attention to employee actions, efforts, behavior or 
performance. 


= Development and career opportunities — Development comprises learning 
experiences designed to enhance employees’ skills and competencies. Career 
opportunities involve plans to help employees pursue their career goals. 
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Elements of Compensation 


TOTAL REWARDS 
STRATEGY 
Compensation 


Elements of Compensation 

Compensation is perhaps the most visible component of the total rewards model and 
as such deserves a significant amount of attention and planning. Compensation can be 
divided into two primary elements: 


m Fixed pay — nondiscretionary compensation that does not regularly vary according to 
performance or results achieved. Base salary or base hourly rate are primary examples. 


m Variable pay — compensation that is discretionary or contingent on performance or 
results achieved, and can be designed for any individual or combination of individuals 
(e.g., an entire organization, business unit, division, department, location [site], 
workgroup or special team). It is termed “variable” because the amount actually paid 
will vary based on whatever criteria the organization chooses. 
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ELEMENTS OF COMPENSATION 


Two Primary Elements 
of Compensation 


m Fixed pay rewards are based on an 
employee’s value 


@ Market-based 
@ Performance-based 
@ Skill-based 


m Variable pay rewards for accomplishments 
and results 


@ Organizational, group or individual results 
@ Performance-based compensation 
@ Flexible and adaptable 


Two Primary Elements of Compensation 


m= Fixed pay rewards are based on an employee’s value 
@ Market-based — rewards individuals for their value relative to the labor market 


@ Performance-based — rewards individuals for their sustained performance 
over time 


¢ Skill-based — rewards individuals for their acquisition of new skills and 
competencies 
m= Variable pay rewards for accomplishments and results 


¢ Organizational, group or individual results — aligns and focuses organizations, 
business units, teams and individuals on the accomplishment of key goals and 
objectives, assesses their performance, and rewards those who accomplish them 


¢ Performance-based compensation — serves as a pay differentiator between 
those who achieve results and those who do not 


@ Flexible and adaptable 
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Three Categories of Variable Pay 


Bonuses 
* Criteria determined * Completion of * Criteria broadly 
in advance specific task defined and subjective 
¢ Amount of payment « Amount determined « Awarded 
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« Monetary or « Monetary * Decision made after 
nonmonetary + Budgeted the fact 
* Self-funded or + Nondiscretionary * Focused on behaviors 
budgeted ¢ Monetary or 
¢ Nondiscretionary : nonmonetary 
* Budgeted 
¢ Discretionary 


Three Categories of Variable Pay 
Although there exists an almost limitless number of variations, most variable pay plans 
can be grouped into one of three categories: 
= Incentives 
¢ Criteria determined in advance — The criteria and objectives for performance 
and the reward schedule are determined in advance and communicated to 
participants. 
¢ Amount of payment can vary — The amount of the payment can vary with the 
level of performance. 
@ Monetary or nonmonetary — Rewards may be monetary (cash or equity) or 
nonmonetary (merchandise, travel, etc.). 
¢ Self-funded or budgeted — The plan is self-funded (generates its own savings) 
or budgeted. 


¢ Nondiscretionary 


Note: Since terminology varies among organizations, 


these terms often are used interchangeably. 
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Three Categories of Variable Pay ...cont'd 


= Bonuses 


4 


4 
« 
+ 
4 


Completion of specific task — Rewards typically are contingent upon completing 
a specific task or objective. 


Amount determined in advance — Amounts typically are negotiated in advance. 
Monetary — Payments usually are cash, although sometimes equity is used. 
Budgeted — The plan usually is budgeted. 

Nondiscretionary 


@ Recognition 


4 


Criteria broadly defined and subjective — Criteria for the award are discretionary 
and often defined in broad terms (such as “above and beyond” work or “exceptional 
customer service’). 


Awarded spontaneously — The award is given more spontaneously than 
incentives or bonuses. 


Decision made after the fact — The decision to acknowledge employee 
contributions is made after the fact, usually without predetermined goals or 
performance levels. 


Focused on behaviors — The focus is on recognizing, promoting and replicating 
behaviors (versus results) that support company objectives. 


Monetary or nonmonetary — Rewards may be monetary or nonmonetary. 
Budgeted — The plan is often budgeted at the corporate or business unit level. 


Discretionary 
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CATEGORIES OF VARIABLE PAY 


Exercise — Variable Pay Categories 


Identify the variable pay category for each of the following examples 
(incentive, bonus, recognition): 


1. Jane received an additional 5,000 in 
compensation for remaining with the company 
through year end, while Carlos resigned in 
November and received nothing. Bovus 


2. At the staff meeting, Linda’s supervisor 
presented her with a 100 gift certificate for 
staying late three weekends in a row to 


complete an important project. Re. cognuflon 


3. Company XYZ implemented a plan with a target 
payout of 10% of base pay, and actually paid 
12% because results exceeded plan. ln cenhie 
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Can You? 


m Explain how variable pay fits into the 
total rewards model. 


m= Define the three major categories of 
variable pay. 
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Module Quiz 


1. 


Which of the following describes a purpose of variable pay? 


A. 
B. To ensure the individual’s value relative to the labor market 
(ox 
D 


. To reward individuals for their sustained performance over time 


To reward individuals for acquisition of new skills and competencies 


To differentiate the pay of individuals who achieve results from those who do not 


What are the three categories of variable pay? 


A. 
B. 
C. 


Cash, noncash and equities 
Quarterly, annual and spot bonuses 


Incentives, bonuses and recognition 


Which of the following is a characteristic of an incentive program? 


A. 


Amount of payout can vary with performance 


B. Criteria broadly defined and subjective 
C. 
D 


. Awarded spontaneously 


Amount determined in advance 
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Module 2 


Supporting Business Objectives 
Through Variable Pay 


Introduction 


The ultimate purpose of any total rewards program should be to support an 
organization's overall business objectives. In order for the compensation professional to 
be able to design and implement the right plans, he/she needs to first understand what 
those business objectives are. Only then can the practitioner develop a plan that is 
consistent with the organization’s desired outcomes. 


Module 2 introduces you to three common business strategies and the business 

life cycle, both of which influence an organization’s choice of business objectives. 

The module will conclude with a discussion of how variable pay supports the successful 
achievement of those business objectives. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Identify three common business strategies. 
Identify common business objectives used for achieving the business strategy. 


2 
3. Describe the business life cycle. 
4 


Describe how variable pay programs support achievement of business objectives. 
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Business Strategy 


m= Operational excellence 
m Product/service leadership 


m= Customer intimacy 


Business Strategy 

Business strategy is the broad framework of principles and approaches that guide the 
day-to-day decisions affecting the business. It ensures that the business supports the 
organization’s mission, goals and objectives. Although organizations must employ 
many strategies to a certain degree, organizations will place primary focus on one of 
three strategies. 


= Operational excellence — primarily a price/cost-based strategy 


@ This strategy often includes a combination of price, quality, dependability and ease 
of purchase that competitors cannot match. The corporate culture typically strives 
to minimize waste and reward efficiency. 


= Product/service leadership — primarily an innovation-based strategy 


@ This strategy focuses on innovation, product development and market exploitation. 
The corporate culture encourages imagination and a mind-set driven by the 
prospect of creating the future. 

# Organizations that use this strategy offer products and services that expand 
performance boundaries (the best products), leapfrog/replace technologies/ 
products, create more/better ideas and commercialize them faster than their 


competitors. 
= Customer intimacy — primarily a solutions-based strategy 


This strategy focuses on creating results for carefully selected customers 
(making them successful). The corporate culture encourages deep and lasting 
relationships with customers. 


Organizations that use this strategy build bonds with targeted customers; 
they meet or exceed customer needs to build customer loyalty. 


Adapted from Discipline of Market Leaders, by Michael Treacy and Fred Wiersema, 
Copyright 1995. Reprinted by permission of Basic Books, a member of Perseus Books Group. 
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BUSINESS STRATEGY 


Exercise 


What organizations exhibit one of the three primary business strategies? 


m List two organizations that exhibit an operational excellence business strategy. 


m List two organizations that exhibit a product/service leadership business strategy. 


m List two organizations that exhibit a customer intimacy business strategy. 
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Business Strategy 
Drives Business Objectives 


Business 
Objectives 


Business Strategy Drives Business Objectives 


In defining the business strategy, the organization determines what business objectives 
it will focus on. Business objectives are the link between an organization’s business 
strategy and the specific actions or behaviors employees must take. The following are 
examples of business objectives that are commonly associated with each strategy. 


= Business strategy: operational excellence 
@ Product quality 
@ Operational efficiency improvement 
@ Process Improvement 
# Cost reduction 
= Business strategy: product/service leadership 
@ Market share/market penetration 
@ Product development 
@ Time from innovation to market 
= Business strategy: customer intimacy 
@ Customer opinion of products 
@ Product quality 
# Customer retention 
# Customer satisfaction 
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Business Life Cycle 


Business Life Cycle 


Business life cycle is the progression of steps an organization passes through from its 
creation to its decline. An organization’s focus will change as it moves through the various 
phases of the life cycle. Where an organization is in its life cycle can have a major impact 
on the types of variable pay programs best suited to meet organizational objectives. 


There are four stages of a business life cycle: 


m Start-up — The organization is new with little or no formal policies or procedures. The 
organization’s focus is on obtaining capital, marketing products or services, initial sales 
growth and cash conservation. 


Growth — In this stage, the organization is highly focused on growing sales, increasing 
distribution capability and determining how to efficiently produce products or services to 
meet growing demand. Growth typically generates the need to begin standardizing 
procedures through policy creation. 

Mature — The mature stage is characterized by a focus on maintaining/increasing 
market share, improving productivity and otherwise reducing cost of sales. Improve- 


ments to products are more evolutionary than revolutionary. The organization typically 
has higher levels of bureaucracy and greater amounts of cash on hand than at other 


stages. 


Decline — At this point, the organization’s revenues are declining. It must decide 
whether to reinvest in current products, create new products or maximize profits with 
current products as long as possible. 


Adapted from Discipline of Market Leaders, by Michael Treacy and Fred Wiersema, 


Copyright 1995. Reprinted by permission of Basic Books, a member of Perseus Books Group. 
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BUSINESS LIFE CYCLE 


Business Life Cycle Influences 
Business Objectives 


| | Business Objectives 


Business Life Cycle Influences Business Objectives 


The organization’s position in the business life cycle should be considered in selecting 
the proper business objectives. 
@ Start-up 
@ Obtaining capital 
# Cash conservation 
@ Develop brand awareness 
@ Develop marketing plan 
= Growth 
@ Production capability 
¢ Market share/market penetration 
@ Sales volume/revenue growth 


= Mature 
@ Improve operational efficiency 
@ Stock price appreciation 
@ Maintain/increase market share 


= Decline 
@ Maximize profits 
@ Extend product demand 
@ New product development 
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Bringing It All Together 


Business Objectives 
a 


Business Strategy 


Bringing It All Together 


Business objectives should be consistent with the organization’s business strategy 


and life cycle position. 


Operational 


Excellence Leadership 


Product/Service 


Customer Intimacy 


Obtain capital 
Cash conservation 
Develop brand 
awareness 


Production capability 
Market share/market 
penetration 


Sales volume growth 
Product quality 
Production capability 


Develop brand awareness 
Develop marketing plan 
Time from innovation to market 


Time from innovation to market 


Improve operational 
efficiency 

Stock price appreciation 
Product quality 


Improve operational efficiency 
Maintain/increase 
market share 

Stock price appreciation 


Maximize profits Maximize profits 
Extend product demand 
Improve operational 


efficiency 


Extend product demand 
New product development 


GR6 @ 2.8 


© WorldatWork. All rights reserved. 


Develop brand 
awareness 

Develop marketing plan 
Customer satisfaction 


Production capability 
Customer retention 
Sales volume growth 


Maintain/increase 
market share 
Customer satisfaction 
Customer opinion of 
products 


Maximize profits 
Extend product demand 
Customer retention 


Discussion 


Are your business objectives aligned with your organization’s strategy and 
life cycle position? 


= What is your organization’s primary business strategy (e.g., operational excellence, 
product/service leadership, customer intimacy)? 


= What business objectives does your organization focus on (financial, customer 
satisfaction, process improvement, workforce development)? 


m Where is your organization in the business life cycle (e.g., start-up, growth, mature, 
decline)? 


m Are the objectives consistent with the organization’s business strategy and life 
cycle position? 
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Variable Pay Helps Achieve 
Business Objectives 


m™ Focus 
m@ Alignment 
# Motivation 


@ Reinforcement 


Variable Pay Helps Achieve Business Objectives 


The ultimate goal of variable pay is to improve organizational performance. Once an 
organization has identified its key business objectives, the proper design and 
implementation of variable pay programs will help motivate employees to behave in 
ways that accomplish those objectives. Variable pay influences organizational 
performance by providing: 

= Focus 


@ Clarifies the important tasks/accomplishments employees must perform in order 
to contribute to organizationwide performance 


¢ Identifies what is important by establishing measures and objectives 
= Alignment 
@ Goals cascade from the organization to the business unit to the individual 


@ Emphasizes the balance between organizational success and individual 
performance 


= Motivation 


Fosters engagement and functions as feedback, enabling employees to see 
how they make a difference 


Facilitates change by using the pay/reward lever 
@ Encourages continuous improvement 
= Reinforcement 
@ Acknowledges desired behavior/results and provides positive reinforcement 


@ Represents a commitment by the organization to employees 
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VARIABLE PAY HELPS ACHIEVE BUSINESS OBJECTIVES 


Variable Pay in Tandem 
with Fixed Pay 


High Variable, Low Base 


Variable Pay 


Fixed Pay 


Variable Pay in Tandem with Fixed Pay 


Both fixed and variable pay are crucial elements in the overall cash compensation program. 
Both elements should be designed with the other in mind to ensure they work together in 
meeting business objectives. Depending on the business strategy and compensation 
philosophy of the organization, different combinations may be appropriate. 


Examples: 
# Company A — A relatively new company desiring high growth may elect to keep 
base pay lower to conserve fixed cash expenses while providing the opportunity 
to receive high levels of variable pay based on company growth objectives. 


# Company B — An R&D company with a desire to be on the “cutting edge” may 
elect to provide high levels of both fixed and variable pay in order to attract the 
very best talent. 


# Company C —A mature company with a mature product line may elect to provide 
higher levels of fixed pay to promote retention while setting variable pay at more 


moderate levels. 
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m Identify three common business strategies. 


m= Identify common business objectives used 
for achieving the business strategy. 


m Describe the business life cycle. 


m= Describe how variable pay programs support 
achievement of business objectives. 
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Module Quiz 


1. What business strategy often includes a combination of price, quality, dependability 
and ease of purchase that competitors cannot match? 


A. Operational excellence 
B. Product/service leadership 


C. Customer intimacy 


2. Which of the following business objectives would relate most to a product/service 
leadership strategy? 


A. Improve operational efficiency 

B. Time from innovation to market 
C. Customer attraction and retention 
D 


. Reduce costs 


3. In which of the following stages of the business life cycle would an organization 
generally be focused on maintaining/increasing market share, improving productivity 
and reducing cost of sales? 


A. Start-up 
B. Growth 
——+& C. Mature 

D. Decline 


4. Which of the following business objectives would relate most to the start-up stage 
of a business life cycle? 


A. Maximize profits 

B. Product quality 

C. Maintain/increase market share 
D 


. Obtaining capital 


5. What influences can variable pay provide in relation to organizational performance? 
A. Customer satisfaction, brand awareness and product quality 
B. Focus, alignment, motivation and reinforcement 
C. Attraction, penetration, innovation and collaboration 
D 


. Growth, efficiency and capability 
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Module 3 
Types of Variable Pay 


Introduction 


An organization may use a variety of variable plan types to support the business strategy. 
Types of plans vary depending on a number of factors, including the degree of influence 
that individuals have over results, the length of the measurement period, and the number 
and types of performance measures being used. 


The selection of an appropriate plan or plans depends in large part on the organization’s 
business objectives. Is profit performance the principal objective, requiring all employees 
to focus solely on the bottom line? Do many factors define organizational success, creating 
a need to motivate employee performance in several different areas? Is short-term 
performance more important than long-term success, or vice versa? Module 3 presents the 
basics of several different variable pay plans and the important considerations of using 
these plans. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 


1. Explain short-term and long-term incentive plans, including objectives, 
approaches and considerations. 


Explain types of bonus plans, including objectives and considerations. 


Explain types of recognition plans, including objectives and considerations. 
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Types of Variable Pay 


Bonus 


Types of Variable Pay 


As mentioned in Module 1, there are three categories of variable pay: incentives, bonuses 
and recognition. Within each of these categories there are specific types of variable 
pay plans. 
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Incentive Plans 


Incentive Plans 


Incentive plans base rewards on a predetermined performance and reward schedule. 
Incentives must be re-earned each year or performance period. Incentive plans may be 
classified as either short-term or long-term depending on the length of time the plan’s 


desired outcomes are expected. 
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Short-Term Incentive Plans 


» Performance-sharing 


Individual performance-based 


Short-Term Incentive Plans 


Short-term plans consist of plans for which desired results will be achieved in one year 
or less. The various types of short-term incentive plans include: 


m Profit-sharing 
m Performance-sharing 


m Individual performance-based 
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SHORT-TERM INCENTIVE PLANS 


Profit-Sharing Plans 


m@ Share profits with employees 
m Base rewards on financial performance 
@ Typically include entire organization 


m Payout in equal or graduated amounts 


Profit-Sharing Plans 


= Share profits with employees 
@ Plans normally include a predetermined formula for allocating a share of the 
profit among participants and for distributing funds accumulated. 
m Base rewards on financial performance 
@ Typically, rewards are based on financial performance. Common performance 
measures include: revenue, net income, earnings per share (EPS) or other 
financial ratios. 
@ Typically include entire organization 
¢ All employee groups within an organization or large business unit typically 
are eligible. 
= Payout in equal or graduated amounts 
# Awards can be acommon amount for all employees. 
= Equal monetary amount 
= Equal percentage of base pay 
@ Awards can vary by employee/employee groups. 
= Different monetary amount 
= Different percentage of base pay 
@ Some plans may include individual performance hurdles. 
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SHORT-TERM INCENTIVE PLANS 


r 


Profit-Sharing Plan Objectives 


m Foster employee identification with 
organization’s success 


= Create a common focus 


Profit-Sharing Plan Objectives 


= Foster employee identification with organization’s success — increase employee 
identification with the organization’s financial success 


= Create a common focus — create a common focus on important financial objectives 
of the organization 
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SHORT-TERM INCENTIVE PLANS 
i 


Profit-Sharing Plan Approaches 


m First-return plans 


m™ Threshold plans 


™ Operating budget plans 


m Peer company comparisons 


Profit-Sharing Plan Approaches 
= First-return plans (sharing all profits) — start paying on the first profits earned. 
@ Example: 10% of gross operating profit will be distributed to eligible employees. 


= Threshold plans — payout to eligible employees for performance in excess of fair return 
on investment, which is reserved for stockholders. 
@ Example: 10% of gross profit over 5 million will be distributed to eligible employees. 


= Operating budget plans — In not-for-profit organizations, there is no profit metric, 
but an operating budget can be substituted for that metric. 


= Peer company comparisons — Senior management selects measures of performance 
and a group of competitor or peer companies to compare against. The fund is created 
based on performance relative to peer group results, with an increasing pool for 
improved relative performance. 


GR6 @ 3.8 


© WorldatWork. All rights reserved. 


SHORT-TERM INCENTIVE PLANS 


Considerations for 
Profit-Sharing Plans 


m Promote awareness/focus 
m Pay out only when company has profit 


= Employee ability to influence 
overall profits 


= Simple administration 


Considerations for Profit-Sharing Plans 


= Promote awareness/focus 
@ Highlight the key financial objectives and goals for the performance period of 
the organization. 
# Promote a common understanding among employees. 


m Pay out only when company has profit 
@ Ensure financial responsibility by paying out only when the company’s financial 
results warrant. 
@ Organization profit is one of the key performance measures that shareholders 
and key stakeholders look at. 


= Employee ability to influence overall profits* 

@ Awards are based on group or corporate performance, and not on differences in 
individual performance. 

@ Many plan participants may have little or no ability to have a material impact on 
company profits. 

¢ Results affected by external factors (e.g., economic, geopolitical, legislative) 
outside the control of employees may have a substantial positive or negative 
impact on the plan. 

# Employees may focus on obtaining short-term financial results, which in fact 
may be detrimental to the long-term health of the organization. 


= Simple administration 
# One plan with corporate measures can be managed centrally, keeping 
administrative costs low. 
# Can include most/all employees on the same plan, making communication and 
education easier. 
Typically only one or two financial measures are used. 


* This concept is often referred to as “line-of-sight,” which will be discussed in Module 4. 


GR6 @ 3.9 


© WorldatWork. All rights reserved. 


SHORT-TERM INCENTIVE PLANS 


Performance-Sharing Plans 


m™ Define performance by select criteria 
™ Focus on more than financial results 
@ Exist at all organizational levels 


m™ Measure performance based on 
predetermined objectives 


m Are defined for a specific period 


Performance-Sharing Plans 


= Define performance by select criteria 


@ Performance is defined in terms of selected criteria (e.g., quality, customer 
satisfaction, responsiveness, productivity). 


@ Standards are established and incentive awards are made contingent upon 
meeting those standards, typically at the business unit or organizationwide level. 
m™ Focus on more than financial results 
¢ Similar to profit sharing, but involves more measures than a single financial 
performance measure 
= Exist at all organizational levels 
@ Can be an organizationwide, organizational unit or team-based plan 
m= Measure performance based on predetermined objectives 
@ Examples: performance improvement plan (PIP), peer comparison, 
target performance, productivity gains 
m= Are defined for a specific period 
@ Should be reevaluated for effectiveness at the end of each period 
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SHORT-TERM INCENTIVE PLANS 


Performance-Sharing Plan Objectives 


@ Improve organization’s performance 


m Foster employee identification with 
organization’s success 


m Increase employee understanding 


= Promote a more balanced approach 


Performance-Sharing Plan Objectives 


Improve organization’s performance — Focus on specific performance improvement 
objectives and provide incentive opportunity for employees according to how well 
performance improvement is achieved. 


Foster employee identification with organization’s success — Increase employee 
identification with the organization’s success, as measured by multiple factors. 
Increase employee understanding — Increase employee understanding of what is 
important to the organization by communicating the basis upon which success is 
measured. 

Promote a more balanced approach — Promote a more balanced approach in 
measuring organizational improvement by requiring an organization to improve in 
multiple areas, and not focus solely on financial measures. Improvement in one 
measure should not be made at the expense of another measure. 
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SHORT-TERM INCENTIVE PLANS 


Considerations for 
Performance-Sharing Plans 


= Promote awareness/focus 


m= Self-funding 


= Employee ability to influence 
overall performance 


m Flexibility of design 


m May increase administrative requirements 


Considerations for Performance-Sharing Plans 


= Promote awareness/focus 
@ Highlight the key objectives and goals for the performance period of the organization 
@ Promote a common understanding among employees 
@ Promote teamwork in accomplishing multiple objectives 
@ Viewed as a “win-win” for both the company and employees 
@ Link performance and rewards 


m= Self-funding 
# Payments can be “funded” by the financial gains made as a result of implementing 
the plan. . 
= Employee ability to influence overall performance 


@ The ability of plan participants to have a material impact on selected measures 
should be considered. 


= Flexibility of design 

@ Plans provide considerable flexibility of design, rather than emphasizing any single 

aspect of company operations. 
m= May increase administrative requirements 

Requires considerable time and effort at the start of the performance period to 
document anticipated performance levels. 

@ It is important to research performance measures for practicality and performance 
history. Implementing measurement systems may be very expensive or 
operationally impractical. 

¢ Plans with multiple measures are more complex and require an effective 
communication and education plan. 
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SHORT-TERM INCENTIVE PLANS 


Individual Performance-Based Plans 


m™ Base payouts on individual 
performance 


m™ Focus on more than financial results 


Individual Performance-Based Plans 


= Base payouts on individual performance — Individual performance is used as the 
basis for payouts. 


= Focus on more than financial results — Like performance-sharing plans, individual 
plans may involve more measures than just financial performance. 
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SHORT-TERM INCENTIVE PLANS 


Individual Performance-Based 
Plan Objectives 


m Focus on personal performance 
improvement 


m Increase employee understanding 


m Link rewards with personal 
performance 


Individual Performance-Based Plan Objectives 
m= Focus on personal performance improvement 


= Increase employee understanding — Increase employee understanding of what is 
important to the organization by communicating the basis upon which success is 
measured. 


m= Link rewards with personal performance 
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SHORT-TERM INCENTIVE PLANS 


Individual Performance-Based 
Plan Approaches 


m Performance against predetermined 
objectives (MBO) 


m@ Output-based 


= Commission 


Individual Performance-Based Plan Approaches 


= Performance against predetermined objectives (e.g., management by objective 
[MBO] plans) — Rewards are earned for the accomplishment of predetermined goals 
and objectives set for the individual. 


Example: Project Leader 


Measure Weight Targeted Performance 

Project cost 40% Meet budget 

Project completion 30% Meet deadlines 

Project quality 30% Rated as fully satisfactory by users 
Total Project 100% 


= Output-based -— (historically known as piece-rate plans) — Rewards are earned based 
on a predetermined amount awarded for each “unit” an employee produces. Effective 
for positions where: 


# The scope of the job is narrow with specific individual duties. 
¢ The position is responsible for producing outputs in a repetitive fashion. 


@ The individual has some control over either the rate at which outputs are produced 
and/or the quality of each output. 


Example: 
Sted pate te aeactions ‘accurately processed 
Labor hour 


Payout formula = specified payment/ 100 pieces over standard rate 
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SHORT-TERM INCENTIVE PLANS 


Individual Performance-Based Plan Approaches ...cont’d 


= Commission — A predetermined incentive amount for each discrete unit of sales made 
by the salesperson. It is commonly expressed as a percent of each sales amount 
(revenue), percent of gross margin (profit), or a monetary amount per unit sold. 


@ Typically used for salespeople or individuals who influence the sale. 


@ Effective sales incentive plans must be matched to the type of responsibilities 
expected of the salesperson. These areas of responsibility generally fall into one 
of three categories — customer identification, customer service and customer Piece due 
persuasion. - 3ptim, "fea ty cheap fer anuet i cea fo gf tem fy bay ope Ma SO pdt 


# Commissions typically represent a higher percentage of cash compensation than 
other incentive types. In some cases, 100% of the individual’s cash compensation 
is earned through commissions. This is known as straight commission. 


¢ Designed to: 
= Reward individual effort and drive results 
= Create singular focus on sales volume 


= Motivate sales success by tying the incentive directly to sales results 


a 
( y ( 
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SHORT-TERM INCENTIVE PLANS 


Considerations for Individual 
Performance-Based Plans 


m Reinforcement of performance culture 
m@ Narrow vision 
m Wide variations in pay 


m@ High levels of administration 


Considerations for Individual Performance-Based Plans 


= Reinforcement of performance culture 
# Accomplishment is directly controlled by the individual 
¢ Diminish entitlement mentality which base pay programs often produce 
# Promote competition within work groups (could be positive or negative) 
= Narrowvision Ce peas oN Axsig\ 
@ May focus individual on personal goals to the exclusion of organizational goals 
= Wide variations in pay 
@ Wide variations in pay among employees is possible 
@ High achievers may equal or exceed pay levels of supervisors 
@ Pay levels may not correlate with tenure (discounts seniority) 
@ High levels of administration 
# Management commitment required to set, monitor and assess goals on an 


individual basis ; ” 
# Complicated to calibrate the relative difficulty of individual plan objectives cutpst/. qualilg adeoft 


¢ Difficult to budget and may be problematic if a high percentage of employees 
exceed individual objectives 


@ Require sound measurement system and ongoing review 
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Summary 
Short-Term Incentive Plans 


Profit-sharing 


Performance- 
sharing 


Individual 
performance-based 


‘Objectives _ 


Foster employee 
identification 

with organization’s success 
Create a common focus 


Foster employee 
identification with 
organization's success 
Increase employee 
understanding 
Promote a balanced 
approach 


Focus on personal 
performance improvement 
Increase employee 
understanding 

Link rewards with personal 
performance 


¢ First-return plans 


__ Approaches 


¢ Threshold plans 
¢ Operating budget plans | 
« Peer company comparisons 


uchy 
rec 


¢ Performance against 
predetermined objectives 
(MBO) 

* Output-based 

* Commission 
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Long-Term Incentive Plans 


¢ Equity-based 


¢ Nonequity-based 


Long-Term Incentive (LTI) Plans 


Long-term incentive (LT) plans include those for which desired results will be achieved in 
more than one year. The period of measurement is most often from three to five years. 
Types of LTI plans include: 


m Equity-based 


= Nonequity-based 
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LONG-TERM INCENTIVE PLANS 


Equity-Based Plans 


m Create equity interest 


m™ Based on stock performance 


m Pay out using stock or cash 


Equity-Based Plans 


= Create equity interest — Use company stock to create an equity interest in the company 
and foster identification with shareholder interests. 


= Based on stock performance — The value of the award is based on the performance 
of the organization’s stock. 


= Pay out using stock or cash — Actual awards may be in the form of stock or cash. 


GR6 @ 3.20 


© WorldatWork. All rights reserved. 


LONG-TERM INCENTIVE PLANS 


Equity-Based Plan Objectives 


m# Align employees with shareholders 
m Conserve cash 
m Create wealth 


m Increase retention 


Equity-Based Plan Objectives 


# Align employees with shareholders — Management/employees are aligned with 
shareholders. Employee interest in the organization’s profitability and success often is 
limited to the desire for job stability. Equity rewards help to create an ownership culture 
in which employees take a greater interest in the factors driving long-term business 


success. 


m= Conserve cash — In many cases, equity rewards, such as stock options, allow 
companies to provide competitive compensation without the use of cash (however, 
the company may be subject to a noncash charge to earnings). 


= Create wealth — Allow eligible employees to build wealth through equity value/ 
appreciation. 


= Increase retention — Equity plans can be a strong retention tool, especially using 
the feature of multi-year vesting requirements. 
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LONG-TERM INCENTIVE PLANS 


Equity-Based Plan Approaches 


. Appreciation e 


Only ADDPECIAUONN OE geetworeteteet te Ss 
Stock Options pial Total Value 
ran 
SAR . Stock Grant 


Restricted Stock 


: Performance Shares : 


Equity-Based Plan Approaches 
= Appreciation only — Employees receive appreciation in stock price. 


@ Stock options — Employees are given the right to buy company shares at a 
specified price during a specified period of time in the future. If the price of the 
stock rises over time, the employee can then acquire the stock at the specified 
price and sell at the higher price, gaining on the difference. 

@ Stock appreciation rights (SARs) — A plan in which the company grants an 
employee the right to receive a monetary amount equal to the future appreciation 
of its stock. SARs are similar in design to stock options except that actual stock 
is not used. 


= Total value — Employees receive entire value of stock. 


@ Stock grant (or stock award) — plans that provide stock to the employees without 
any cost to them (recipient is responsible for income tax) 

¢ Restricted stock — stock grants that are contingent upon remaining with the 
organization for a stated period of time. Stock may not be sold until the restriction 
period lapses. 

¢ Performance shares — plans that award shares of stock (or its cash equivalent) 
contingent upon achievement of certain predetermined external or internal 
performance goals 
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LONG-TERM INCENTIVE PLANS 


— 


Example — Stock Options 


60. 


Market price at 
Exercise: 60 


Gain = 40 


2 
a 
x 
© 
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a 


Grant Price: 20 


Exercise 
ee Date Se 


Time in Years 


Example — Stock Options 
m Employee receives option to purchase 1,000 shares at 20 per share grant price 


m= Exercise after five years when shares worth 60 each 
m Employee gains 40 on each share 
m Value = 40,000 (1,000 shares x 40 gain) 
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LONG-TERM INCENTIVE PLANS 


Considerations for 
Equity-Based Plans 


@ Align employee/shareholder interests 
™ Retention 


m Stock performance may not reflect 
employee performance 


Considerations for Equity-Based Plans 
= Align employee/shareholder interests 


@ Benefit the organization by aligning employee and shareholder interests toward 
common goal(s). 


# Focus employee attention on stock price and corporate performance. 


= Retention 
@ Widely accepted form of variable pay. 


@ Although equity plans can be a strong retention tool, they can also lose their 
retention value if the stock price falls below the grant price. The use of total value 


plans can mitigate this issue. 


Note: Many employees sell their ownership interest as soon as the rules and 
regulations allow them to do so. 


= Stock performance may not reflect employee performance 


# Could have limited impact on plan objectives as stock price may not reflect 
employee performance. 


# Influences outside employee control may affect the value of the stock. 


@ Does not provide motivational value if the value of the stock does not appreciate. 
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LONG-TERM INCENTIVE PLANS 


Considerations for 
Equity-Based Plans ...cont'd 


= Communication challenge 
m Shareholder approval 


m@ Limited eligibility 


Considerations for Equity-Based Plans ...cont’d 
= Communication challenge 
# Can be difficult to communicate to employees. 
m= Shareholder approval 
@ Many equity-based plans require approval of the shareholders. 
# The use of stock for employees increases the number of shares and therefore 
dilutes earnings per share (EPS) for common shareholders. 
# Limited eligibility 
@ Equity-based plans typically are reserved for a relatively small percentage of 
employees at the top of the organization. This can be negatively perceived by 


the rest of the organization. 
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LONG-TERM INCENTIVE PLANS 


Nonequity-Based Plans 


m Not based on stock performance 


m Pay out using cash 


Nonequity-Based Plans 


= Not based on stock performance — long-term incentive plans in which the 
determination of the reward is not-based on stock performance 


= Pay out using cash — Awards typically are granted in cash, although stock may 
be used. 
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LONG-TERM INCENTIVE PLANS 


Nonequity-Based Plan Objectives 


m Reward long-term performance 
™ Focus on specific goals and objectives 


m@ Conserve stock 


Nonequity-Based Plan Objectives 


= Reward long-term performance — to reward individuals or groups for their long-term 
performance related to organizational measures. Plans usually are three to five years 


in duration. 


= Focus on specific goals and objectives — to focus attention and effort, awards are 
based on the achievement of specific goals and objectives 


= Conserve stock — Organizations with stock may not wish to use it. 
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LONG-TERM INCENTIVE PLANS 


Nonequity-Based Plan Approaches 


m Performance unit plan (PUP) 
® Book value plan 


@ Multi-year performance plan 


Nonequity-Based Plan Approaches 


= Performance unit plan (PUP) — A plan in which a fixed number of “units” are granted 
with a stated value per unit. Based on the attainment of the stated goals and objectives 
at the end of the performance period, the awarded value of each unit can increase or 
decrease (usually to zero below some threshold level). 


= Book value plan — A plan that bases awards on the increase in the book value of the 
organization over the performance period. Book value is defined as total assets minus 
total liabilities. These plans typically are used in private companies. 


= Multi-year performance plan — A plan in which cash payouts are earned and paid over 
a period of years, with a portion of the payout earned in each year. 
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PERFORMANCE SHARES 


Example — Performance Unit Plan 


Units awarded = 1,000 
ge | 
18% or more 80 
17% 70 
16% 60 
Target 15% 50 
14% 40 
13% 30 
12% 20 
Less than 12% 0 


Example — Performance Unit Plan 


m If actual ROE (return on equity) is 17%, the 1,000 units are valued at 70 per unit 
or 70,000. 


m Other plan variations may be used where the unit value is fixed and the number of 
performance units are varied. 
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LONG-TERM INCENTIVE PLANS 


Example — 
Book Value Appreciation Units 


Units awarded = 1,000 


Book value per share 
naan ; 50 

_at beginning of period 
Book value per share 70 


at end of period 


Increase in book value 20 


Example — Book Value Appreciation Units 

m™ Book value per share at the beginning of the period is 50. 
= Book value per share at the end of the period is 70. 

m Increase in book value over the period is 20. 

m The gain to the individual is 20 x 1,000 units or 20,000. 
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LONG-TERM INCENTIVE PLANS 


Considerations for 
Nonequity-Based Plans 


= Promote a long-term perspective 
m Tied to actual results 


m™ Reduce volatility 


Considerations for Nonequity-Based Plans 
= Promote a long-term perspective 
@ Can help reduce short-term results 
@ Help to retain participants due to multiyear, long-term payouts 
= Tied to actual results 
@ Tied to actual results rather than stock price 
@ Based on objectives that typically are more within employees’ control than 
stock price 
= Reduce volatility 
@ Can reduce volatility in participant’s income due to offsetting payouts 
@ May lessen impact of a good or poor year on participant’s income 
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LONG-TERM INCENTIVE PLANS 


Considerations for 
Nonequity-Based Plans ...cont'a 


m@ Link to equity plans 
m@ Participant perceptions 


m Limited to senior management 


Considerations for Nonequity-Based Plans ...cont’d 


@ Link to equity plans 
@ Awards can be linked to equity plans and provide funding for stock exercises. 


= Participant perceptions 
¢ Participants may perceive that awards are being held back due to longer 
payout periods. 
@ May lessen reinforcement for performance early in the measurement period. 


= Limited to senior management 
@ Typically, eligibility for nonequity-based long-term incentive plans is limited to 
senior management. 


How do changes in the equity markets and the 
economy affect the use of nonequity-based plans? 
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LONG-TERM INCENTIVE PLANS 


— 


Summary 
Long-Term Incentive Plans 


Equity-based * Align employees with | * Stock options | 
incentive shareholders * Stock appreciation rights 

* Conserve cash (SARs) 

* Create wealth * Stock grant 

* Increase retention * Restricted stock | 

* Performance shares | 

Nonequity-based | * Reward long-term ¢ Performance unit plan 
incentive performance (PUP) 

* Focus on specific ¢ Book value plan 

goals and objectives |, Multi-year performance plan 
* Conserve stock 
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Bonus Plans 


Bonus 


Referral 
Hiring (Sign-on) 
Retention (stay) 


Project completion 
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Bonus Plans 


m Paid for completing an act or event 
= Amount determined in advance 


m Pay out using cash or equity 


Bonus Plans 
= Paid for completing an act or event 


= Amount determined in advance — The amount of the bonus usually is determined 
in advance and agreed to by the organization and the recipient. 


m Pay out using cash or equity — A bonus usually is a cash payment, although 
sometimes equity is used. 
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BONUS PLANS 


Bonus Plan Objective 


Motivates employee to 


complete a specific act 


Bonus Plan Objective 


= Motivates employee to complete a specific act — provides motivation to the employee 
(or candidate) to complete a specific task or project. Unlike incentive plans that vary the 
reward based on performance, bonuses are only concerned about whether the task was 
completed or not. If it was, payment is made. If it was not, no payment is made. 
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BONUS PLANS 
i 


Bonus Plan Types 


m™ Referral bonus 
B@ Hiring (Sign-on) bonus 
m Retention (stay) bonus 


m Project completion bonus 


Bonus Plan Types 


= Referral bonus — payment for recommending an applicant who is subsequently hired. 
Amounts are often based on the level of the person to be hired. Some plans will pay 
a portion upon hire and a portion at some milestone, such as completing training, 
passing a probation period or at a set period of time (e.g., 6 months or 12 months). 


= Hiring (sign-on) bonus — payment to a prospective employee to induce acceptance 
of an employment offer. It also can be used to buy out any compensation the 
employee will be walking away from in order to make a change in employment. 


= Retention (stay) bonus — payment to certain critical employees in exchange for 
agreement to continue employment until a specified date or for a specified period of 
time. Often used in mergers, acquisitions, bankruptcies, closing/ceasing operations. 
The objective is to provide continuity when there is uncertainty. Formulas are often 
used (e.g., X number of weeks pay for every X+Y weeks worked) and payment is 
forfeited if the employee terminates prior to a specified end date. 


= Project completion bonus — payment to an employee, key employees or sometimes 
a team of employees for completing an important project (e.g., special IT projects). 
Sometimes used to encourage employees to meet aggressive deadlines. 
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BONUS PLANS 


Considerations for Bonus Plans 


m= Must be significant yet affordable 
m@ Appropriate use 
@ Eligibility 


m@ One-time 


Considerations for Bonus Plans 


= Must be significant yet affordable 


@ The size of the bonus is important. It must be significant enough to encourage the 
behavior it is motivating (e.g., accept employment, stay for a period of time) yet be 
affordable to the organization. 


= Appropriate use 
@ Bonuses can be a flexible tool, but need to be used consistently in terms of amounts 
and purposes. Inconsistent application can result in mistrust within 
the organization. 
@ Avoid using bonuses for reasons that may reduce their effectiveness. 
For example: 
= Paying bonuses to replace or supplement merit increases when pay levels are 
below the maximum of the range 
Paying a special bonus to key players in lieu of an incentive plan payment even 
though performance thresholds were not met 
= Eligibility 
@ Who will be eligible (and ineligible) should be taken into account. 
@ Many plans exclude at least one group. 


Examples: 
= Union employees may be excluded for contractual reasons. 


= HR employees may be excluded from a referral bonus program. 


= One-time 
@ The one-time nature of bonuses provides the opportunity to deliver compensation 
without increasing base pay. 
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BONUS PLANS 


Summary — Bonus Plans 


Plan Type 


¢ Referral bonus 
* Hiring bonus 
¢ Retention bonus 


* Project completion 
bonus 


Objectives 


Motivates employee to refer 
qualified people 


Motivates prospective employee 
to accept employment offer 


Motivates critical employees to 
continue employment 


Encourages employees to meet 
aggressive deadlines 
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Recognition Plans 


° Spot awards 


¢ Managerial recognition 


| 


« Nominations 


° Organizationwide recognition 
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Recognition Plans 


m™ Use discretionary criteria 
m Acknowledge after the fact 
m™ Focus more on behavior 


™ Budgeted at organizational level 


Recognition Plans 


m Use discretionary criteria — Recognition awards differ from bonuses in that the criteria 
for receiving an award typically are more general, with discretion given to managers to 
determine what constitutes qualifying behavior. 


m Acknowledge after the fact — Recognition plans acknowledge employee contributions 
after the fact, usually without predetermined goals or performance levels that the 
employee is expected to achieve. 


= Focus more on behavior — Typically the focus is on recognizing, promoting and 
replicating behaviors (versus results) that support company objectives. 


= Budgeted at organizational level — Recognition awards often are budgeted at the 
corporate or business unit level. 
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RECOGNITION PLANS 


Recognition Plan Objectives 


m= Foster a positive culture and 
work environment 


™ Reinforce desired behaviors 
= Formalize the appreciation process 


m@ Increase retention 


Recognition Plan Objectives 


Foster a positive culture and work environment — Recognition can foster a culture in 
which employees feel valued, are engaged in their work and are motivated to perform. 
Culture is strongly influenced by the values of an organization’s management, and it is 
reflected through behavioral practices rather than declarations of senior management. 


Reinforce desired behaviors — By linking a reward directly to an action, behaviors are 
reinforced. This also supplements the performance management process. 


Formalize the appreciation process — Having a formalized recognition plan serves as 
a reminder to the organization that recognition is important and expected. 


Increase retention — Although typically a relatively small percentage of overall 
compensation, recognition can have a significant impact on an employee's decision 
to remain or leave. 
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RECOGNITION PLANS 


Recognition Plan Types 


m Spot awards 
m Managerial recognition 
m Nominations 


m Organizationwide recognition 


Recognition Plan Types 
= Spot awards — A spot award is designed to be delivered spontaneously or “on the spot. 


@ The idea is to reward the individual as soon after the effort, behavior or 
accomplishment as possible to maximize the reinforcement opportunity of the 
reward. 

@ For long-term teams, selected intervals or milestones may be appropriate to 
recognize and reward using spot awards. 

@ Cash is the most common form of a spot award. 

¢ Amount ranges and performance criteria may be established by the organization 
or business unit. 


@ Spot award plans are often budgeted. 


= Managerial recognition 
# Managers may recognize both their employees and employees of other units. 
= In addition to outstanding performance recognition, managers can recognize 
professional certification and personal development. 
= Nominations — Recipients are nominated by someone within the organization. 


@ Peer-to-peer — Allow everyone in the organization to recognize anyone they 
feel deserves it. The peer-to-peer plan can be either totally controlled by the 
individual or controlled by a nomination and review process. If a committee 


reviews the nomination: 
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RECOGNITION PLANS 


Recognition Plan Types ...cont’d 


= Nominations 
@ Peer-to-peer ...cont’d 


= The employee submits a nomination of another employee to a committee which 
consists of members representing both the employees and management. 


= The employee members of the committee are selected from recipients of 
previous recognition awards. 


= The committee uses pre-established criteria to evaluate the nominations and 
determine the appropriate award type and value. 


= Team-based — Awards that recognize the efforts of a team or group of 
employees engaged in a common project. 


= Organizationwide recognition 
@ An award that recognizes all employees 
@ Example: Unplanned year-end recognition “bonus” 
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RECOGNITION PLANS 


Forms of Recognition 


m Cash 
m Tangible award 
@ Symbolic award 


m Verbal recognition 


Forms of Recognition 
= Cash — most common, although equity can be used 


m= Tangible rewards — awards that have some level of cash value 
@ Lower to minimal cost: reserved parking, movie tickets, dinners, flowers, candy 


@ Significant cost: merchandise chosen from an award catalog, travel awards 
(weekend getaway, top performers incentive trip) 


= Symbolic awards — awards such as trophies, mementos, plaques, certificates, 
special team identity items, etc. 


= Verbal recognition — one of the most effective and least costly forms of recognition 
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RECOGNITION PLANS 


Considerations for Recognition Plans 


m May be more motivational than cash 


m Effective in culture change 


Provide management visibility 


Not a substitute for basic pay 


Provide positive and immediate feedback 


Considerations for Recognition Plans 


m May be more motivational than cash 
@ Recognition can be a powerful motivator, and some employees respond better to 
recognition than to cash. 
@ Recognition plans are an excellent way to create a general level of excitement 
within the organization. 
# Recognition plans involve finding the positive behaviors in others while focusing 
less on self, which may help in building more cohesive teams. 
m= Effective in culture change 
# Recognition plans may support a broader objective of making the workplace 
more positive. 
Provide management visibility 


# The presentation of awards provides a structured and easy way for management 
to be more visible to the workforce. 


= Nota substitute for basic pay 


@ Employees basic salary needs must be met before they will begin to appreciate 
recognition awards (Maslow’s Hierarchy). Implementing a recognition plan in lieu 
of a competitive pay plan may be poorly received and may actually do more harm 


than good. 


Provide positive and immediate feedback 


GR6 @ 3.46 


© WorldatWork. All rights reserved. 


RECOGNITION PLANS 


Summary — Recognition Plans 


ee 


| ¢ Spot awards ¢ Positive culture and work | 

| environment 

_* Managerial 

_ recognition ¢ Reinforce desired behaviors 

| ¢ Nominations * Formalize the appreciation process | 

_ © Organizationwide * Increase retention | 

_ recognition 
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g 


Can You? 


m Explain short-term and long-term 
incentive plans, including objectives, 
approaches and considerations. 


m Explain types of bonus plans, including 
objectives and considerations 


m Explain types of recognition plans, 
including objectives and considerations. 
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Module Quiz 


1. Which of the following plans is a type of long-term incentive plan? 
A. Equity-based plan 
B. Profit-sharing plan 
C. Individual performance-based plan 
D 


. Performance-sharing plan 


2. Which individual performance-based plan would be most appropriate for an account 
representative with a high degree of influence over company sales? 


A. Performance against predetermined objectives (MBO) plan 
B. Output-based plan 


C. Commission plan 


3. Which of the following is an example of an appreciation-only equity-based plan? 
A. Performance shares 
B. Restricted stock 
C. Stock grant 
—+ D. Stock options 


4. Which of the following is considered an objective for long-term nonequity-based plans? 
A. Allow flexibility of design 
B. Utilize stock 
C. Promote a more balanced approach 
D 


. Reward long-term performance 


5. Which of the following would describe the appropriate use of a bonus? 
A. Paying a bonus to supplement a merit increase 
= B. Paying a bonus to employees for completing a key project 


C. Paying a special bonus to key players in lieu of an incentive plan payment despite 
performance thresholds not being met 
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Module Quiz ...cont’d 


6. As opposed to incentive plans, recognition plans tend to have which of the following 
characteristics? 


A. They are more financial than psychological. 
B. They generally are self-funded rather than budgeted. 


C. They are more after-the-fact than objective-based. 


7. What is a primary type of recognition award? 
A. Referral 
B. Sign-on 
C. Spot 
D 


. Retention 
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Developing a 
Variable Pay Plan 


Phases 1 and 2: 
Pre-Design and Design 


es 
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Module 4 


Developing a Variable Pay Plan — 
Phases 1 and 2: Pre-Design and Design 


Introduction 


Module 4 begins by covering important factors that should be considered before plan 
design begins. These include factors within an organization as well as industry, 
technological and geopolitical factors outside of the organization. The discussion then 
shifts to address typical variable pay plan design steps. By following this process, the plan 
designer(s) can ensure that critical issues are considered and addressed at an early stage, 
when it is relatively simple to make adjustments or modifications. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 


1. 


2 
3. 
4 


Discuss activities that should be conducted prior to designing a variable pay plan. 
Explain how to determine the plan objectives and plan type. 
Discuss considerations to take into account when determining plan eligibility. 


Discuss the different types of performance measures and how to select the 
appropriate measure(s). 
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Pre-Design 


Funding and Distribution 


Plan design is a systematic process for creating a variable pay plan. The process consists 
of three phases: pre-design, design, and funding and distribution. Plan design can be 
relatively simple or very complex, depending on the type of plan. Regardless of the level 
of complexity, the basis for plan design is generally consistent, allowing individuals and/or 
design teams to follow an orderly process for assembling the plan components. 
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Funding and Distribution 


|, || Design 


/« {| Pre-Design 
mee 


Pre-Design 
* Considering internal and external factors 


¢ Obtaining management support 
* Identifying the design team 


Phase 1: Pre-Design 

Activities that should be completed before you begin the design process include: 
= Considering internal and external factors 

= Obtaining management support 


= Identifying the design team 
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PRE-DESIGN 


Internal and External Factors 


Internal Factors 


¢ Organizational 
readiness 


¢ Labor market 


« Competition 
¢ Costs/resource 


availability * Geopolitical 


* Timing * Legal / regulatory 


¢ Technology 


Internal and External Factors 
Internal and external factors directly affect variable pay plans and should be considered in 
designing the plan. Module 2 discussed some of these factors (business strategy, business 
life cycle, business objectives). Additional factors include: 
@ Internal 

@ Organizational readiness 

@ Costs/resource availability 

@ Timing 
= External 

@ Labor market 

# Competition 

@ Geopolitical 

@ Legal/regulatory 

¢ Technology 
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PRE-DESIGN — INTERNAL FACTORS 


Organizational Readiness — 
Four Cultures Types 


@ Traditional/hierarchical 


m Job-focused/task-based 


m Integrative /team-focused 


m Individually measured 


Organizational Readiness — Four Cultures Types 


An organization’s readiness to handle a certain level of pay variability can be viewed in 
terms of the organization’s culture, and the extent to which that variability may be effective. 
Each organization and sub-organizational unit operates somewhere within the matrix of 
the four cultures types. 


® Traditional/hierarchical — An organization places high value on its people, but 
employees’ ability to improve organizational performance may be limited. This culture _ 
may not be well-suited to a variable pay plan, unless the objectives of the plan are part 


primarily employee awareness of measures important to the organization. 4 pas 
4) MA. 


= Job-focused/task-based — As with the traditional/hierarchical organization, a job- 
focused/task-based organization offers little opportunity for employees to affect 
organizational performance. This factor, combined with a low value placed on people 
in the organization, may make variable pay a poor fit without a change in culture. 


= Integrative/team-focused — This organization places a high value on people, with 
employees having the ability to affect organizational performance. However, the strong 
culture could inhibit a variable pay plan that places significant rewards on individual 
performance. prvi  PUlOIrtne Span hy eau 

= Individually measured An organizational culture that places lower value on its people 
but affords them the opportunity to affect organizational performance with an individually 
measured focus may use individual incentives. However, in order to consider a 


recognition plan, a change in culture may be required. Cshudie nAusmy 2 
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PRE-DESIGN — INTERNAL FACTORS — 
ORGANIZATIONAL READINESS 


Variable Pay Effectiveness Model 


Power 
Direction - Awareness 


Variable 
Pay Plan » Business - Value 


objectives 


Effectiveness ¢ Performance 


* Culture sensitivity 


¢ Participation 


Variable Pay Effectiveness Model 


The variable pay effectiveness model is one method for assessing the organization’s 
readiness for a variable pay program. 


= Direction is defined by what the organization is attempting to accomplish and is 
reinforced by the variable pay program. 
# Business objectives may include teamwork, profit, customer satisfaction, 
internal quality, productivity, etc. 
# The culture of the organization affects the direction and plan design. 


= Power refers to how well the plan’s design reinforces its direction. Each of the 
highlighted components below will vary in importance depending on the plan's intent 
and design. 
@ Are employees aware of the plan? 
Does the plan have value to individuals and to the organization? 


¢ How sensitive is the measurement to the contributions of employees and does 
the payout directly correlate with performance? 

@ How much of the workforce is eligible to participate and/or actually receives 
a payout? 


Example: A recognition plan for individuals (such as a spot award) can be powerful in 
awareness, value and performance sensitivity, but lacking in participation, if only a 
few receive awards during a year. 
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PRE-DESIGN — INTERNAL FACTORS — 
ORGANIZATIONAL READINESS 


Issues to Consider 


Is the organization ready for a new 


or revised variable pay program? 


Issues to Consider 
m Is the organization ready for a new or revised variable pay program? 


Some issues to be considered in making that determination”: 


@ Will the organization be committed (or continue to be committed) to variable pay as 
a part of total rewards? 


Can the organization measure the results on which rewards will be based? 

Is there an adequate level of employee trust? 

How will variable pay affect other pay programs? 

Does the workforce have the skills and knowledge necessary to achieve desired 

results? 

¢ Will the organization be willing to share information on the objectives, measures 
and the progress towards them? ‘q werk PMo AS 

@ Is the organization willing to accept the risk and uncertainty of a potentially wide 
variance in the possible payout? 

@ If applicable, how would the plan affect organized labor groups? 

@ Is the organization capable of accurately forecasting future performance on which 

rewards will be based? 


» A A ad 


* A readiness assessment tool can be found in the Appendix section of this binder. 
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PRE-DESIGN — INTERNAL FACTORS 


Costs / Resource Availability 


= Implementation costs 
™@ Funding 
” Compliance 


@ Support staff 


Costs/Resource Availability 
Cost issues to consider prior to the design process include: 


= Implementation costs — Consider what the costs for communication and administration 
will be. 


m= Funding — Broadly estimating plan costs will provide an idea of what funding will be 
required. 


= Compliance — Adding or revising programs may result in costs to comply with federal 
or state regulations. 


= Support staff — A consideration often ignored, forgotten or miscalculated is the number 
of support staff needed to effectively implement and administer the program. 
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PRE-DESIGN — INTERNAL FACTORS 


Timing 


= Impact of recent, current or 
upcoming events 


Timing 
= Impact of recent, current or upcoming events — Poor timing alone can ruin even a 
well-designed variable pay plan. As you consider the high-level objectives of your plan, 
think about any recent, current or upcoming events that may impact the appropriateness 
of implementing or revising a plan. Here are some examples: 
@ Rolling out a new commission plan the day after the airing of a national news story 
concerning the obsolescence of your company’s product line 
¢ Distributing total rewards statements touting the competitiveness of the organization's 
total rewards program soon after the announcement that no 
profit-sharing incentives will be paid for the year 
@ Announcing a major enhancement to the company’s management incentive plan, 
which will increase managers’ target incentive amounts considerably, just days after 
a major cost-cutting layoff is announced 
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PRE-DESIGN 


External Factors 


mg Labor market 


= Competition 
m= Geopolitical 
m Technology 


m Legal/regulatory 


External Factors 
m= Labor market 
@ The need to keep pace with the marketplace in terms of competitive wages/rewards 
¢ Expectations based on location/demographics 
= Competition 
Plans industry/international competitors are using 
# Cost-per-unit disadvantage relative to the industry 
@ Example: Two large competitors in your industry recently were in the news for 
exorbitant bonus payouts. How might this affect your intention to roll out a new 
bonus plan for managers? 
= Geopolitical 
# Political relations in countries of business 
@ War/terrorism 
@ Product tariffs 
@ Foreign trade agreements 
= Technology 
@ Self-service Web sites 
¢ Administrative software packages 


= Legal/regulatory 
@ Wage and hour laws 
@ Government mandates 
@ Governing bodies 
@ Tax 
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PRE-DESIGN 


Obtaining Management Support 


m Determine buy-in early 
m= Begin at a high level 


m Utilize allies 


Obtaining Management Support 


= Determine buy-in early — Do not waste resources by working through an entire design 
process until you determine whether a new plan or revision would even be considered. 
Sometimes, financial, operational or cultural issues will not permit a variable pay plan 
or enhancement, no matter how much of an improvement you believe it would make. 


= Begin at a high level — Generally, you will need some level of data and facts as you 
begin floating ideas within the organization. It is more efficient to begin at a high level 
(identify broad objectives, expected results or rough financial costs or gains) and then 
develop the nuts and bolts of the plan as momentum increases. Initially, you should 
collect only as much information as the decision makers in your organization require. 
You may only get one shot to pitch your idea, so you need to be able to answer the 
level and detail of questions that are likely to be asked. 


= Utilize allies — There are those in positions of influence within an organization who will 
be more supportive of HR/compensation initiatives than others. These allies can be 
extremely helpful in gaining executive support for an idea and can serve as catalysts 
or champions for your cause. 
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PRE-DESIGN 


Identifying the Design Team 


@ Considerations for an in-house 
design team 


m Advisory group alternative 


Identifying the Design Team 


The organization may hire a consultant or design the plan using in-house experts. 
lf a more participative approach is desired, a plan design team may be formed. 


= Considerations for an in-house design team 


4 


4 
4 


Design teams composed primarily of in-house members tend to produce programs 
that have better alignment with an organization’s objectives and they generally 
have more commitment to implementation. 


Team members can be instrumental in building trust and buy-in for a new plan. 
Can save substantial amounts of cash otherwise paid to consultants. 


Individuals may have difficulty finding time to participate due to pressing job 
responsibilities. 


Expertise in plan design and implementation may not exist internally. 
Lack of strong management support for the team’s design proposal is a risk. 


Potential lack of creative thinking due to concerns the design team members feel 
about the task. Their familiarity with the culture may stifle out-of-the-box ideas. 


= Advisory group alternative — A hybrid approach can be used when the concerns of 
using an in-house team exceed the benefits. An advisory group can be created to 
represent various perspectives of the organization, to provide reviews and to support 
implementation. An advisory group is not involved in detailed design steps, but reviews 
the plan at key junctures and discusses recommendations, creates excitement in 
anticipation of the new program and provides feedback. The advisory group may be 
the final authority, or they may support the recommendation put forth to senior 
management. 
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PRE-DESIGN 


Identifying the Design Team ...contd 
= Develop a formal team charter 


m= Membership 
¢ Cross-functional 
@ HR staff should not lead the team 


m= Role of the design team 


@ Plan design, approval, evaluation 
and implementation 


Identifying the Design Team ...cont’d 


= Develop a formal team charter — A charter identifies the team’s purpose, objectives, 
authority and interaction with other interested parties. It defines the process or roadmap 
to guide their actions in designing the plan. Consus 

= Membership 


@ Cross-functional — The team should consist of six to 12 members representing all 
business units affected by the plan and all levels of the organization. In a unionized 
work setting, the participation of union leadership or employees should be 
addressed. Generally, effective teams will include: 


= Team leader (a respected mid-level manager) je ret H R. 
= Finance representative 
a First-line supervisors (2) 
= Nonexempt representatives (2) 
= IT representative (ad hoc as needed) 
a HR 
= Consultant (if one is retained) 
¢ HR staff should not lead the team 


= Role of the design team 
¢ Plan design — determine plan design, including selection of performance measures 


@ Approval — obtain senior management approval for the initial concept and final 
plan design 

¢ Evaluation — determine how the plan will be evaluated 

¢ Implementation — may participate in implementation of the plan 
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. Funding and Distribution 


[[rrceren 


Design 
* Determining plan objectives and plan type 


* Defining eligibility 
* Selecting performance measures 


Phase 2: Design 


The design of a variable pay plan is both a science and an art. The key is to have a 
basic process and adjust it to the culture, objectives and specifics of the organization. 
Plan design includes: 


= Determining plan objectives and plan type 
= Defining eligibility 


= Selecting performance measures 
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DESIGN 


Determining Plan Objectives 
and Plan Type 


Directly address business objectives 


Limit the number of objectives 


Use SMART objectives 


Select a plan type that supports objectives 


Examples 


Determining Plan Objectives and Plan Type 


= Directly address business objectives — As mentioned in Module 2, variable pay 
supports the business objectives that are driven by business strategy. Keep the design 
of the plan on task by clearly articulating the business objectives the plan will support 


or reinforce. 
= Limit the number of objectives — Generally three or less and no more than 
five plan objectives should be defined for any one group of participants. Plans that 
are simple and easy to understand are more apt to drive desired behaviors. 
= Use SMART objectives — Plan objectives should follow the SMART guidelines. 
@ Specific — Does it clearly state the tasks or activities to be done, along with the 
expected outcomes or results? 


¢# Measurable — Can it be assessed using some type of measure? 
Results must be quantifiable, observable or verifiable. 


¢ Attainable — Is it within the employee’s control to meet, challenge and r 
each with a stretch in effort? 

# Relevant — Is it related to business objectives or to individual employee 
responsibilities? 

@ Time-bound — Is there a clear timetable/deadline for performance to be achieved? 
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DESIGN 


Determining Plan Objectives and Type ...cont’d 


= Select a plan type that supports objectives — Which category of variable pay 
(incentives, bonuses, recognition) is best suited for our needs? Are the desired 
objectives achievable in one year or less (short-term) or more than one year 
(long-term)? The type of plan that is chosen should be one that best supports the 
plan objectives. 


= Examples 


@ Improve the productivity of the widgets division by implementing an incentive 
plan that will share realized cost savings with plan participants. 


Drive higher levels of overall customer satisfaction through the introduction of 
a spot recognition plan for call center employees. 


@ Ensure the timely rollout of a critical new product by offering current R&D 
employees assigned to the product a retention bonus at year-end. 


# Focus all employees on increasing operating income by implementing a profit- 
sharing plan. 
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DESIGN 


Defining Eligibility 


m Level at which performance 
is measured 


m@ Participant line of sight 


m Nonparticipants 


= Individual criteria 


Defining Eligibility 
Consider the following items when determining plan eligibility: 


= Level at which performance is measured — The level of measurement should support 
the plan objectives. The level at which performance is measured (e.g., organizationwide, 
organizational unit, team or individual incentive plan) will be a key factor in determining 
who to include in the plan. 


= Participant line of sight — Can participants influence results? 


= Nonparticipants — In considering whom to include, it is also important to consider who 
will not be included. 


= Individual criteria — What individual criteria, such as employee status, performance 
rating or eligibility in other plans, will affect the pool of eligible employees? 
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DESIGN — ELIGIBILITY 


Level at Which 
Performance Is Measured 


m Organizationwide 
m= Organizational unit 


= Team 


@ Individual 


Level at Which Performance Is Measured 


Organizationwide — Plans at this level measure and reward performance at the 
most encompassing organizational level. 
¢ Short-term plans can have organizationwide, organizational unit and individual 
elements. The most common organizationwide short-term plan is a profit- 
sharing plan. 
¢ Long-term organizationwide plans tend to operate independent of other variable 
pay plans (e.g., stock option plans). 
Organizational unit — An organizational unit may be defined as a unit that appears 
on the organization chart. Plans at this level typically are short-term and focus on a 
variety of workgroups, such as: 
¢ Strategic business units (SBUs), departments, divisions, locations (sites) 
Team — A team is a small number of people with complementary skills who are 
committed to a common purpose. Often they share performance goals and hold 
themselves mutually accountable. Types of teams include temporary, permanent, 


full time or part time. Plans for teams tend to operate independently, recognizing the 
occurrence of an event, milestone, project completion or outstanding contribution. 


Individual — Individual plans exist in most organizations. They provide individuals 
with more direct control/accountability for their variable pay. 
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DESIGN — ELIGIBILITY 


Participant Line of Sight 


m Employee’s perception of influence 
m@ Short line of sight vs. long line of sight 


m Employee/management 


Participant Line of Sight 


= Employee’s perception of influence — Line of sight is the employee’s perception of the 
degree to which his or her contributions influence the performance measures being 
evaluated. 


= Short line of sight vs. long line of sight - Depending on how close the measures are 
to the influence of the employee, line of sight can be short or long. 


@ Characteristics of a plan with a short line of sight include: 


= Asmaller number of plan participants 
(individual, work group, department, plant/location) 


= Well-understood measures (scrap rate, productivity, turnaround time) 
= Greater ability to affect the measure 
= Short reporting periods (weekly, monthly, quarterly) 

@ Characteristics of a plan with a long line of sight include: 


= A greater number of plan participants 
(organizationwide, large business unit) 


= Measures that may be difficult to understand 
(profit, economic value added, EBITDA) 


= Long reporting periods (yearly) 


= Management may have greater faith in the accuracy and 
legitimacy of the measures. 
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DESIGN — ELIGIBILITY 


Participant Line of Sight ...conta 


‘Long 


Line of 
Sight 
Short 
Individual. Teamor Org. Unit — Organization- 
. Workgroup - wide — 


: Level at Which Performance is Measured ; | 


Participant Line of Sight ...cont’d 
= Employee/management 
The chart above illustrates the relationship between: 
# The level at which performance is measured 
# The degree to which employees believe they can influence and contribute to 
the result 
The degree to which management believes the measure will accurately reflect 
performance 
The shorter the line of sight and the lower the organization level, the more faith the 
employee has in the validity of the measurements. 


The longer the line of sight and the higher the organization level, the more faith 
management has in the accuracy and legitimacy of the measurement. 


The challenge in variable pay plan design is to reconcile 


management's acceptance of performance measures with the 
employees’ confidence in their ability to influence the measures. 


GR6 m 4.21 


© WorldatWork. All rights reserved. 


DESIGN — ELIGIBILITY 


Nonparticipants 


= Nonparticipant effect on results 
= Level of trust 
m Payouts for “expected” behavior 


@ Unintentional plan exclusions 


Nonparticipants 


Nonparticipant effect on results — Are there employees not included in the plan who 
have a direct role in the attainment of the plan objectives? Participants may be upset 
if actions by nonparticipants reduce or eliminate payouts. On the other hand, 
nonparticipants may also be unhappy if they are not allowed to share in the results. 


Level of trust — Is trust level among all employees high enough to implement a plan 
for only certain groups without disengagement of nonparticipants? 
Payouts for “expected” behavior — Will some groups receive variable pay for 
behaviors which are normal expectations for other groups? 

¢ Example: a perfect attendance bonus for key operational groups during the holidays 
Unintentional plan exclusions — Will criteria for an organizationwide plan exclude 
many or most employees from an opportunity to receive an award? 


¢ Example: A recognition plan that pays out 5,000 cash for any employee whose 
direct efforts save the company more than 50,000 annually. In practice, only 
managers and above can make decisions that would result in that level of savings. 
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DESIGN — ELIGIBILITY 


Individual Criteria 


= Employment status 


@ Changes, departures, interruptions 
Organization level 

Performance rating 

Eligibility for other plans 


Global, expatriate and union employees 


Initial plan eligibility 


Individual Criteria 


When determining whether individual employees will be eligible for the plan, 
consider the following: 
= Employment status — full-time versus part-time 


@ Changes -— status changes such as promotions/transfers into or out of eligible 
position/team/department 


¢ Departures — voluntary versus involuntary, retirement, layoffs, termination after the 
end of the performance period but before the payout occurs 


¢ Interruptions — interruption in employment such as medical or personal leave of 
absence, long-term disability, military leave 


= Organization level — by job title, job grade or other organizational hierarchy 


Note: This criteria may not account for the individual’s impact on company performance 
and may put pressure on the job evaluation system. 


Performance rating — poor performers, employees on probation or final notice 
Eligibility for other plans — double payouts, competing plans, sales plans 


Global, expatriate and union employees 


Initial plan eligibility 
¢ Upon first day of employment 
@ After successful completion of probationary period 
At the beginning of the next measurement cycle 
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DESIGN 


Selecting Performance Measures 


m Identify performance drivers 
m Establish performance measures 


m Determine if there are single or 
multiple measures 
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DESIGN — PERFORMANCE MEASURES 


Identify Performance Drivers 


eee . 


Business 
| : Objectives 
Drives J 


Identify Performance Drivers 

As discussed in Step 1, a variable pay plan’s objectives should align with an organization's 
business objectives which are driven by business strategy. These plan objectives will 
guide what the plan’s performance and measures of performance will be. 
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DESIGN — PERFORMANCE MEASURES 


Establish Performance Measures 


m Types of measurements 
m Performance measurement systems 


~m No one-size-fits all approach 


Establish Performance Measurements 


It is important to decide what will work best in measuring a plan’s performance. In selecting 
performance measures for a new plan, one should consider financial and non-financial 
measures and how performance is currently measured for other programs in the 
organization. 


m= Types of measurements 


¢ Quantitative — lend themselves to precise definition and assessment 
(e.g., counting the number of manufactured parts that meet specifications). 
With quantitative measures, there usually is less room for variability of the data. 


@ Qualitative — require a greater degree of judgment. They are useful 
when evaluating certain behaviors and results that require assessment based on 
observation and perception. Qualitative measures do not have the same definitive 
and objective characteristics as quantitative measures. 


= Performance measurement systems 


@ Balanced Scorecard — focuses on financials (shareholders), customers, internal 
processes, plus innovation and learning 


# Business Excellence Model — combines results, which are readily measurable, 
with enablers, some of which are not 


@ Shareholder Value Added — incorporates the cost of capital into the equation 


¢ Activity Based Costing and Cost of Quality — focuses on the identification and 
control of cost drivers (non-value-adding activities and failures, respectively), 
which are themselves often embedded in the business processes 
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Establish Performance Measurements 


= Performance measurement systems ...cont’d 
# Competitive Benchmarking — involves taking a largely external perspective, often 


comparing performance with that of competitors or other best practitioners of 
business processes 


@ No one-size-fits-all approach 


@ Multiple, seemingly conflicting, measurement frameworks and methodologies exist 
because they all add value. They provide unique perspectives on performance and 
offer managers a different set of perspectives by which to assess the performance 
of individuals, teams and organizations. 


@ Under some circumstances, one particular perspective will be exactly right for an 
organization, whereas in another circumstance, it would be counterproductive. The 
key is to recognize that there is no single best way to view business performance. 
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Quantitative Measures 


« Volume/ profit mw Day-to-day data 
» Aggregate / = Measure 
end-result level effectiveness 
» Limited interim « Identify key processes 


process feedback = Reflect value to 


« Strong indicator of customer 
past performance 


Quantitative Measures 


= Financial 


4 
4 


4 


4 


Volume/profit — usually comprises some variation of volume or profit 
Aggregate/end-result level — often are most useful at the aggregate, 
end-result level 

Limited interim process feedback — may not be as effective as operational 
measures in providing interim process feedback needed for improvement 


Strong indicator of past performance — a strong indicator of past performance, 
but a poor indicator of future performance 


= Operational measures — Operational measures are nonfinancial measures, such as 
on-time percentage, percent defective or cycle time. 


4 


Day-to-day data — may provide better data for making day-to-day improvements 

in operations that could lead to improvements in monthly or quarterly sales volume. 
Examples include the accuracy of orders, efficiency of delivery or customer 
satisfaction. 

Measure effectiveness — can be used to determine effectiveness across multiple 
functions or processes 

Identify key processes — begin with the organization’s customers and work 
backward into the organization to identify the key processes or work flows and 
associated measures 

Reflect value to customer — often transcend organizational boundaries and reflect 
the extent to which the process adds value to the customer 
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Qualitative Measures 


= Behaviorally focused 


= Emphasis on work flows, values 
and individual/ group behavior 


= Different forms 


Qualitative Measures 


= Behaviorally focused — Behaviors are the ongoing activities in which people engage 
to produce results. 


= Emphasis on workflows, values and individual/group behavior 


= Different forms 


@ Anchored rating scale — defines as precisely as possible the characteristics of 
different levels of performance 


# Judgment — the expression of an opinion or perception, usually in a holistic or global 
fashion, without significant detail or rationale required 


The reliability of qualitative measures can be increased 


by seeking input from multiple sources. 
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DESIGN — PERFORMANCE MEASURES 


Single vs. Multiple Measures 


m Single measure 
@ Financial 


@ Productivity 


m= Multiple measures 
¢ Typically includes financial measure 
@ Several measures for one objective 


@ Several objectives and measures 


Single vs. Multiple Measures 
m Single measure — plans based on a single measure of performance. The most 
commonly used measure in a single measure plan is either financial-based or 
productivity-based. 
¢ Financial — plans based on a financial measure such as profit. A similar profit 
measure may be used at the business unit or group level. 
Example: production department measured on profit (sales of department less 
labor/materials/overhead costs) 
¢ Productivity — plans designed to improve productivity and share a portion of the 
gains with employees as a group. Primarily used in manufacturing, they have 
become less prevalent as the modern marketplace requires a more balanced 
measurement for performance improvement. 
Example: production department measured on yield per ton of steel, labor cost 
or percent of defects 
= Multiple measures — plans based on more than one measure of performance. 
A financial-based measure typically accounts for at least one of the measures and 
provides funding for the plan. 
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DESIGN — PERFORMANCE MEASURES 


Single vs. Multiple Measures ...cont’d 


= Multiple measures ...cont’d 
# Plans may reflect several ways to measure performance against a single objective. 


= Multiple financial objectives could be used: profit, revenues, return on sales, 
cash flow, debt ratios 


# Orplans may measure several objectives with a distinct measure for each. 


ee 
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Example of Multiple Measure Plan 
Productivity 50% 70 units/ | 75 units 80 units 
labor hour 
Customer 25% 72% 74% 78% 
Satisfaction Rating 
Incentive Earnings 0% of Base} 7% of 14% of 
Base Base 


Example of Multiple Measure Plan 


In the example, the award amount is based on these measures: 


1. Profit 
2. Productivity 


3. Customer satisfaction rating 
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Weighting Payout by Measure 


m Different weighting for each measure 


m Weighting should be based on 
business importance or financial value 


m= Weighting can vary by organizational 
level 


Weighting Payout by Measure 
In multiple measure plans, different weighting can be given to each measure. 


= Different weighting for each measure — If the plan has more than one measure, 
different weighting can be given to each measure. 


Example: Payout at target = 10% of pay 


Business Process Productivity 50% 


Customer _ Customer 25% 2.5% 
Satisfaction 


= Weighting should be based on business importance or financial value 


= Weighting can vary by organizational level — Adjusting the weight of goals by 
organizational level can be an effective way to address line of sight differences while 
still using the same measures for all. 


Division Measure 
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m Discuss activities that should be conducted 
prior to designing a variable pay plan. 


m Explain how to determine the plan objectives 
and plan type. 


m Discuss considerations to take into account 
when determining plan eligibility. 


m Discuss the different types of performance 
measures and how to select the appropriate 
measure(s). 


GR6 m 4.34 


© WorldatWork. All rights reserved. 


Module Quiz 


1. What activity would typically take place before designing the plan? 
A. Selecting plan type 
B. Defining eligibility 
C. Obtaining management support 
D 


. Determining plan objectives 


2. Which of the following best describes an internal factor that should be considered in 
developing the plan? 


A. Labor market 
B. Competition 
C. Technology 


D. Costs/resource availability 


3. Which of the following best describes a step in the design phase? 
A. Obtaining management support 
B. Funding the plan 
C. Defining eligibility 


D. Assessing organizational readiness 


4. Which of the following items would most likely be considered in determining who would 
be eligible to participate? 


~ A. Participant line of sight 
B. Past performance 

C. Day-to-day data 

D 


. Implementation costs 
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Module Quiz ...cont’d 


5. Which of the following should be a primary driver of plan performance? 


6. 


A. 


Labor market 


B. Organizational readiness 
C. 
D 


. Business objectives 


Management support 


Which of the following is an example of a qualitative measure? 


A. 


Turnover ratio 


B. Anchored rating scale 
C. 
D 


. Net income 


Return on assets 
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Variable Pay Plan 


Phase 3: 
Funding and Distribution 
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Module 5 


Developing a Variable Pay Plan — 
Phase 3: Funding and Distribution 


Introduction 


Once the structure of the plan is designed, the performance targets, thresholds and 
maximums will need to be identified. The payouts associated with varying levels of 
performance should then be established. The types of performance measures selected will 
affect how the plan is funded. In funding the plan, it is important to determine the value of 
the plan to the organization. In addition, the form, frequency and timing of plan payouts 
will need to be defined. 


Objectives 


By the conclusion of this module, you will be able to accomplish the following: 
1. Discuss how to determine appropriate performance targets and payouts. 
2. Explain sources and timing in funding the plan. 


3. Discuss how to establish the form, frequency and timing for the distribution 
of plan earnings. 
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Funding and Distribution 


: 


: 


Funding and Distribution 
¢ Determining performance targets and payouts 


* Funding the plan 
* Distributing plan earnings 


Phase 3: Funding and Distribution 

The final phase in the development of a variable pay plan consists of: 
= Determining performance targets and payouts 

= Funding the plan 


= Distributing plan earnings 
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Determining Performance 
Targets and Payouts 


m Performance targets 
@ Setting baselines 
@ Setting performance targets 
@ Setting performance thresholds and maximums 


m Payouts 
@ Setting target payouts 
@ Setting threshold and maximum payouts 
# Other considerations when setting payout levels 


@ Payout schedules 


Determining Performance Targets and Payouts 


Target plan performance is the level of organizational performance that would result when 
all measures are met. The plan must provide a target payout significant enough to gain 
the participants’ attention and motivate them to achieve the targeted performance. Many 
plans also establish a range of performance that can vary below and above the target 
performance. 

= Performance targets 


@ Setting baselines — A baseline is the point at which you begin to measure 
performance improvement. Establishing a plan baseline is not an exact science. 
It must, however, be reasonable to participants. Baselines may be set using either 
historical performance or prospective performance. 


¢ Setting targets — Target is a level of performance at which all performance 
measures are met. 


¢ Setting thresholds and maximums — the minimum and maximum levels of 
performance at which a payout can be earned 
= Payouts 
¢ Setting target payouts 
¢ Setting threshold and maximum payouts 
¢ Other considerations when setting payout levels 


@ Payout schedules 
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PERFORMANCE AND PAYOUTS 


Baselines 


Romo ttt 


1 Target — Reasonabi satkaeevvevaessatasvevereess 1(GQINS 


Plan Threshold 


Baseline — Historical Improvement 
Predictable and/or 
expected improvement 
without an incentive plan 


Baselines 
Historical performance: 
m May include historical average, recent experience, peak performance. 
m May be used when: 
¢ Past performance is indicative of future performance. 
Previously achieved levels of performance have been acceptable. 
# Business is projected to decline slightly. 
@ Seasonal or other volatility is predictable. 


m Should not be used when: 


# Achange in the production process (e.g., capital improvements) is likely to 
result in improved performance. 


@ Prior or recent history was atypical. 
@ Past performance was below acceptable levels. 


In some cases, the baseline may actually be set below the historical performance 
because the business or process has changed and the new baseline recognizes 
the change. It is an opportunity to communicate to employees what is expected and 
what is valued as improvement. 


Baselines set too low may cause an overpayment. 


Baselines set too high may demotivate participants 
who feel target performance is unattainable. 
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PERFORMANCE AND PAYOUTS — BASELINES 


How Variable Is Performance? 


How Variable Is Performance? 
Considerations for setting baselines based on historical data: 
= Low volatility 
@ Simple historical averages appropriate 
# Trends should be taken into account 
@ Frequent payouts possible 
= High volatility 
@ Same as low volatility, except payout periods may be longer 
@ Measuring performance may require rolling averages 
m= Aberration occurrences 
@ Same as low volatility, except drop aberration data from historical calculation 


m= Seasonality 
Baseline may change season to season, based on comparable, previous periods. 
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PERFORMANCE AND PAYOUTS — BASELINES 
[ 


How Variable Is Performance’? ...cont’d 


How Variable is Performance ...cont’d 


= Cycling — The variation of performance above and below the baseline. Cycling can 
result in plan payouts despite no cumulative improvement over the course of the plan 


period. 
Example: 


Assume that a company implements an incentive plan that pays out 10% of each 
month’s profits to employees. This results in the following payouts: 


January 2M x 10% = 200,000 
February 3M x 10% = 300,000 
March 2M x 10% = 200,000 


September 1M x 10% = 100,000 
November 2M x 10% = 200,000 
Total = $1,000,000 


Unfortunately, losses in the other months totaled 12 million, resulting in a net loss of 
2 million for the year. Management may question a plan that rewards employees when 
the organization loses money. 
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PERFORMANCE AND PAYOUTS — BASELINES 


Baselines for 
Prospective Performance 


Target(s) with no history 


Based on: 
¢ Budget for performance period 
@ Projected performance 
@ Peer company comparison 
@ Current business plan 


Used when: 
¢ Capital improvement made 
@ No relevant historical data 
# Set based on continuing trend 


Examples 


Baselines for Prospective Performance 


= Target(s) with no history — Prospective performance refers to reaching or exceeding 
a target for which there is no history or past experience. 


m= Based on: 
4 Budget for the performance period 
¢ Projected performance 
@ Peer company comparison 
¢ Current business plan 


m= Used when: 
¢ Capital improvement made — A capital improvement or change in production 
process has been made. 
@ No relevant historical data — Historical data is not relevant or there is no 
historical data. 
@ Set based on continuing trend — Baseline is set based on a continuing trend. 


m= Examples 
1) Reaching a specific target(s) in customer service when there are few, if any, data 
on past customer service 
2) Hitting or exceeding production, service or sales target(s) that are symbolic in 
themselves (100 million in sales) 


3) Outperforming a competitive peer group through economic cycles 
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PERFORMANCE AND PAYOUTS 


Setting Performance Targets 


m Perceived as reasonable 


m= Degree of difficulty in achieving 
target performance 


Setting Performance Targets 


Target performance is the level(s) of performance the organization expects to achieve 
during the performance period if all performance measures are met. 


= Perceived as reasonable — Appropriately set targets require effort and hard work to 
achieve, but are attainable. In short, targets should be perceived as reasonable by 
the participants. 


= Degree of difficulty in achieving target performance — Assuming the target-setting 
process is valid and reliable, actual performance results over several performance 
periods would be normally distributed around target performance. 


@ Plans in which payouts consistently approach or hit the top payout level indicate 
target performance levels being set too low. These plans: 


= Foster an entitlement mentality. 
= Do not influence behavior. 


@ Plans in which there are consistently little or no payouts indicate targets being 
set too high. These plans: 


= Discourage participants. 
= Foster distrust of management. 
= Do not influence behavior. 
For ongoing plans, prior performance results should be analyzed. 
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PERFORMANCE AND PAYOUTS 


Setting Performance 
Thresholds and Maximums 


= Thresholds or minimum 


m Maximum or cap 


Setting Performance Thresholds and Maximums 


= Threshold or minimum — The minimum level of performance at which a payout is 
earned. It can be equal to the baseline (the minimum level of acceptable performance), 
or higher or lower than the baseline depending on the rules established by the plan 
designers. 


= Maximum or cap — The level of performance at which payouts stop. It represents the 
maximum amount of earnings under the plan. 


@ Provides built-in cost control and prevents unexpected payouts 


¢ Limits upside earnings potential and may be a disincentive to performance after 
the maximum is reached 
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PERFORMANCE AND PAYOUTS 


Setting Target Payouts 


m Base pay relative to market 


m= Payout relative to gains 


m™ Methods of allocation 
@ Equal 
¢@ Graduated 


@ Management discretion 


Setting Target Payouts 
= Base pay relative to market — Target payout levels should be set with base pay levels 
in mind and the organization’s desired cash compensation position relative to the market. 
= Payout relative to gains — If the plan is self-funded, the target payout will be 
in proportion to the gains achieved. 
= Methods of allocation — There are different methods by which payouts can be allocated 
to individual plan participants. 
@ Equal 
= Each plan participant would receive an equal percentage of base pay. 
Actual monetary amounts would vary by base salary. 
= Equal monetary amounts awarded to each employee 


@ Graduated 
= Actual payout pool as a percent of targeted pool applied to individual target 
payouts by position or level in organization. 
= Generally, the higher the person’s pay and position, the higher the target 
payout as a percentage of base pay. 
# Management discretion 
= Pool distributed based on management's judgment of individual performance, 
including MBO or performance review. 


Note: As a general guideline, incentive or bonus plans with a target payout of less than 5% of participants’ 
base salary will have a limited effect on motivation. 
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PERFORMANCE AND PAYOUTS — TARGET PAYOUTS 


Example — Methods of Allocation — 
Graduated Target Payouts 


20% to 40+% 


10% to 25% 


5% to 15% 
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3% to 8% 


———_ = 7 a 
Office Professional Middle Senior 
Personnel Staff Management Management 
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PERFORMANCE AND PAYOUTS — TARGET PAYOUTS 


Setting Threshold and 
Maximum Payouts 


m@ Threshold or minimum payout 
m= Maximum or cap payout 


m No cap 


Setting Threshold and Maximum Payouts 
Threshold and maximum payouts are usually expressed as a percentage of target payout. 


= Threshold or minimum payout — The minimum amount that will be paid under 
the plan. 
Example: Target payout = 10% of base pay for all measures 
Minimum payout = 20% of target payout 
If the organizational performance is at the minimum then: 
Payout = 10% x 20% = 2% of base pay 
= Maximum or cap payout — The maximum amount that will be paid under the plan. 


Example: Target payout = 10% of base pay 
Maximum payout = 150% of target payout 
If the organizational performance reaches the maximum then: 
Payout = 10% x 150% = 15% of base pay 
= No cap — Some plans have no cap. The participant has no upper limit as to how much 
he/she can earn. 


Example — a commission plan in which the participant earns 2% on all sales 
with no cap: 


Sales Volume Commission Earned 
50,000 1,000 
500,000 10,000 
5,000,000 100,000 
50,000,000 1,000,000 
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: 
Threshold and Maximum Exercise 


No 
Incentive 
Paid 
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Threshold and Maximum Exercise 

Using the chart above, answer the questions below given the following information: 
= Target corporate income performance for the period: 10,000,000 

m Jane’s base salary: 50,000 

m Jane’s target award amount (as percent of base salary): 10% 


Questions: 
@ How much is Jane’s payout if corporate income for the period is 10,000,000? 


@ How much is Jane’s payout if corporate income for the period is 7,000,000? 


@ If Jane’s payout is 10,000, what is the least amount of income the company earned? 


@ If Jane’s payout is 2,500, how much income did the company earn? 
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PERFORMANCE AND PAYOUTS 


Other Considerations 
When Setting Payout Levels 


gm Windfall 


= Cave-in 


Management discretion 


Other issues 
@ Effect on benefits 
@ Global currency 


@ Change in control 


Other Considerations When Setting Payout Levels 


= Windfall — an award that is earned due to an unplanned, extraordinary event that is 
outside the participants’ control 


= Cave-in — an award that is lower than expected due to events outside the participants 
control 
Many plans allow for the adjustment of target measures in the event of a windfall or 
cave-in. 
# Acompany may pay out a windfall as a sign of its commitment to the plan. 
# Acompany may decide not to pay in the event of a windfall or cave-in if it is 


determined a payout will undermine the pay-for-performance philosophy 
(this may however, affect plan credibility in the future). 


= Management discretion — Management may reserve the right to adjust award levels due 
to unexpected circumstances. Most companies try to minimize the application of 
management discretion. 


= Other issues 


@ Effect on benefits — determine whether payout earnings will count in the calculation 
of benefits (e.g., retirement plans, life insurance) 


¢ Global currency — determine whether payout for plan participants in foreign countries 
will be expressed in home-country currency, local currency or a combination 


@ Change in control — determine the effect on payouts if ownership of the company 
changes (typically applies only to senior executives) 
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PERFORMANCE AND PAYOUTS 


| 


Payout Schedules 


= Continuous payout 
m Step payout 
m Trigger payout 


m Gatekeeper 


Payout Schedules 

Variable plan payouts generally are formula-based with a predetermined performance- 

reward schedule. Payouts may be set up as a continuous, step, trigger or gatekeeper 

payout. 

= Continuous payout — Under this approach, the organization is paying for every 
increment of improvement in the measurement. 

= Step payout — Under this approach, the organization is paying a specified reward at 
levels of organizational performance. If performance falls between a level, the payout 
falls back to the previous level. 

= Trigger payout — This basically is an all-or-nothing approach that is most common in 
bonus plans. The accomplishment of a specific task or objective “triggers” the payout of 
a set amount. If performance falls short, no payment is made. 


= Gatekeeper — Similar to a trigger, but used in multiple measure plans. A designated 
level of performance must be achieved in a specific measure in order for there to be 
any payout, regardless of how well the organization performs on other measures. 
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PERFORMANCE AND PAYOUTS — SCHEDULES 


Example — Continuous Payout 


Employee 


Payout Organization 


keeps all gains 


Maximum 


Organization 
and employees 
share in gains 


TARGET 


Minimum 


Roll-in next year 


Threshold Target Excellence 


Organizational Performance 


Example — Continuous Payout 


The graph above illustrates the payout on one measure (or an additive/composite 
calculation). The example below illustrates how the continuous payout performance- 


reward schedule may be calculated. 
[Taroet_ [Mex 


48M 
Productivity 50% tices : 75 units 80 units 
labor unit 


ie) 1?) 
Incentive Earnings 0% of Base 7% of 14% of 
Base Base 


Results 

m= Profit performance = 42M or 50% of target 

m= Productivity performance = 78 or 160% of target 

= Customer satisfaction = 74% or right at target 

= Calculation 
Profit weighted at 25%; performance at 50% of target: 25x 50= 1,250 
Productivity weighted at 50%; performance at 160% of target: 50 x 160 = 8,000 
Customer satisfaction at 25%; performance at 100% of target: 25 x 100 = 2,500 

Total weighted performance points: 11,750 

Total points at target for all three measures: 10,000 
11,750/10,000 = 117.5% of target 
Payout = 7% of base pay x 1.175 = 8.23% (rounded) of base pay 
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_ 


Example — Step Payout 


Employee 


Payout Organization 


keeps all gains 
VED le EEELLEEEEELE ELEC <f 
Organization 


and employees 
share in gains 


TARGET 


VilaalelEtEeeEEEtee efit, or 
] Roll-in next year 


Threshold Target Excellence 


Organizational Performance 


Example — Step Payout 


Under the step payout method, performance at a specified level earns a predetermined 
reward. If performance falls between a level, the payout falls back to the next lowest level. 
Caution should be taken not to make the steps between levels too large. The rationale 
for using this method is that most measures are not so precise or responsive to plan 
employees’ contributions that a continuous payout is worth the additional expense to 

the organization. 


The example below illustrates how the step payout performance-reward schedule may 


be calculated. 

weighting [Levelt | tavel2 [evel 
25% 1% of pay [ 2.5% of pay i 5% of pay 
Productivity | 50% | 2% of pay ) 5% of pay 10% of pay 


Customer 6 6 6 é 
Satisfaction 1% of pay 2.5% of pay 5% of pay 


Profit earns 2.5% of pay at performance Level 2 
Productivity earns 2% of pay at performance Level 1 

Customer satisfaction earns 5% of pay at performance Level 3 
Total = 2.5% + 2% + 5% = 9.5% 
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Example — Gatekeeper 


Maximum 


== TARGET 


Threshold 


Performance Performance 
Measure #1 Measure #2 


Example — Gatekeeper 


If the income performance measure is designated as the gatekeeper, then not achieving 
the threshold for income zeros out the entire award, regardless of the sales performance. 
If performance was reversed on the two measures where income was above the threshold 
and sales were below the threshold, then a payout would occur. 


GR6 @ 5.19 


© WorldatWork. All rights reserved. 


Funding the Plan 


m= Methods of funding 
m Timing of funding 


m Financial modeling 


Funding the Plan 


Funding is the method by which money for awards is generated. Regardless of the funding 
mechanism, the overall objective of variable pay plans is to generate more value to an 
organization than they cost. Plan funding requires: 


= Methods of funding 
= Timing of funding 


= Financial modeling 
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FUNDING THE PLAN 


Methods of Funding 


@ Self-funded 
m™ Budgeted 


= Combination 


Methods of Funding 


= Self-funded — The plan can be self-funded from the financial value of the improved 
performance. This is often used when the plan measures are financial. Operational 
measures can also be used if they can be easily converted into a financial value. For 
example, productivity improvements can often be converted to financial savings based 
on increased production or reduced labor per unit produced. 


Note: Self-funded plans will still be accounted for as a line item in the organization's 
budget. 


= Budgeted — When the improvement in a measure cannot be financially determined, the 
organization may need to budget the required funding for the variable pay plan. Funding 
takes place as part of the normal accounting process. 

= Combination — Often a variable pay plan will have both financial and nonfinancial 


measures. This combination of measures can result in funding by only the financially 
based measure or by a combination of the financially based measure and budgeted 


funds. 


GR6 @ 5.21 


© WorldatWork. All rights reserved. 


FUNDING THE PLAN 


Timing of Funding 


m Prospective funding 
m Fund as you go 


m Retrospective funding 


Timing of Funding 
Funding can occur in advance of, during, or after the performance period. 


= Prospective funding 
Awards are budgeted in advance — budgeted money can be reviewed every year. 


# Most common way to budget and expense award amount; some organizations 
allocate a portion of merit budget for recognition. 


Budget can be determined by a percent of payroll or monetary amount per 
employee (e.g., 0.01% of payroll or 25 per employee). 


¢ Asa general rule, a 1% budget of wages can generate 5% awards on average 
if 20% or less of the population receives recognition awards. . 
m= Fund as you go 


@ Award costs are accrued during the performance period based on progress toward 
meeting stated goals. 


@ Works well for significant awards where there can be a substantial variation in 
payout amount, or when the results are funding the award. 
= Retrospective funding 
@ Paying for rewards after the fact. 
¢ Amounts are not budgeted for and may be paid for from other sources. 


@ Simple and easy for small monetary amounts. 
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FUNDING THE PLAN 


Funding 


1. Identify how much 
money is needed 


Funding 


1. Identify how much money is needed 
¢ Estimated payouts, if performance targets are reached on every measure, 
can be calculated based on the method of allocation. 


= Equal percentage of base pay (plus overtime where appropriate) for all 
employees. 
¢ Total payroll = 30 million 
¢ 7% payout at performance target on all measures = 
30 million x 7% = 2.1 million 
= Equal monetary amount to plan employees. 
¢ Payout at performance target = 2,100 
¢ 1,000 employees x 2,100 = 2.1 million 
= Graduated percentage of base pay based on level of plan employee 


One VP at 150k 20% payout = 30,000 
10 Managers at 100k (1 million) 15% payout= 150,000 
50 Supervisors at 50k (2.5 million) 10% payout = 250,000 
235 Exempt at 35k (8 million) 10% payout = 800,000 
700 Nonexempt at 26k (18 + million) 5% payout = 900,000 


Total payout at performance target 2,130,000 
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FUNDING THE PLAN 


r 


Funding ...cont'd 


2. Identify value of improvement for 
each measure 


¢ Monetary value 
@ Value-added return 


¢ Total funding 


Funding ...cont’d 
2. Identify value of improvement for each measure 
@ Monetary value 
= Profit improvement at performance target = 4 million (incremental) 
= Productivity improvement at performance target = 1 million (incremental) 
= Total monetary value = 5 million 
@ Value-added return 
= It can be difficult to calculate the gain on most nonfinancial measures. 


¢ Customer-focused measures — employee satisfaction, customer 
satisfaction, value chain 


Example — a gain of 3 percentage points in customer satisfaction 
What would it cost in system/product changes to improve customer 


satisfaction? 
¢ Operational measures se. bow wc do qos Y 
Does improvement add value? pal (oa paren S ar wot. 
/ 


¢ Total funding 
= Monetary value of profit and productivity improvement = 5 million, plus 


= Value-added improvement = priceless 
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FUNDING THE PLAN 


Funding ...contd 


3. Calculate the financial return 
@ Net return on payout (ROP) 
gain — payout 
payout 


Net ROP (%) = x 100 


# Gross return on payout (ROP) 


gain 


Gross ROP (%) = x 100 
payout 
Funding ...cont’d 
3. Calculate the financial return 
¢ Net return on payout 
= gain — payout x 100 
payout 
a (5 million — 2 million)/2 million = 3 million/2 million = 1.5 or 150% net return 
on payout 


= 1.50 net earned for each 1 invested plus 3 percentage points in 
customer satisfaction 
@ Gross return on payout 
a gain , 400 
payout 
=a 5 million/2 million = 2.5 or 250% gross return on payout 


= 2.5 earned for each 1 invested plus 3 percentage points in customer 
satisfaction 
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FUNDING THE PLAN 


Funding ....cont'd 


4. Model payout scenarios 


@ Model payouts at performance 
measure extremes 


@ Consider changes 


¢ Consider payouts in relation to 
noncontrollable events 


Funding ...cont’d 


4. 


Model payout scenarios 


Now that the plan targets have been determined, you can begin to model what the 
expected payouts would be at varying levels of performance. This will be important for 
the accounting function if the plan will require an accrual. You may be asked to provide 
updates during the performance period based on changes in projected performance 
so the accrual rate can be adjusted. 
¢ Model payouts at performance measure extremes 
= It may seem unlikely that either extreme (minimum or maximum) will be 
achieved for performance measures, but business conditions may change 
drastically and in unexpected ways. It is important to provide management 
with the full range of payout possibilities. 
@ Consider changes in: 
= Base salary levels (e.g., mid-year merit increases, promotions) 
= Eligible participants (e.g., high recruiting, layoffs) 
¢ Consider payouts in relation to noncontrollable events 
= Consider situations in which employees would receive little or no payouts 
because of non-controllable events (cave-ins). 
= Consider ways employees might max out payouts through no effort of their 
own (windfalls). 


Note: There are spreadsheet or other software programs available for payroll or compensation planning. 


They are excellent tools for modeling plan payouts at different levels of performance. 
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Distributing Plan Earnings 


m= Form of payment 
m Frequency of payout 


m= Timing of payout 


Distributing Plan Earnings 
= Form of payment — will be determined by the plan objective and plan type and 
will fall into one of three categories: 


# Cash — Percent of base pay, lump sum, variations by level. Cash is the most 
common form of payment. 
# Noncash — contribution to retirement plan, merchandise, gift certificates, travel. 


@ Stock — stock grant, stock options. 
= Frequency of payout — determines how often payouts are made 


¢ Amore frequent payout may reinforce behavior, if the reason for the payout is 
communicated and the reward is significant. 


@ Less frequent payouts are larger, can minimize administration costs and will help 
smooth short-term variations in measures. 


¢ Payouts typically are made monthly, quarterly, semi-annually or annually. 
Payouts can also be made randomly, as in the case of recognition awards. 


Example: 5% target payout at 30,000 annual salary 


Administration: check cutting, target 
setting, performance assessments 
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Distributing Plan Earnings ...cont’d 
= Timing of payout — considers how long after the measurement cycle incentives will 
be paid 
@ Immediate (spot award) 
# Short-term, tied to work cycle (daily, weekly, quarterly) 
@ Annual 
@ Project or project segment duration 
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DISTRIBUTING PLAN EARNINGS 


Distribution Example — 
Profit-Sharing 


Distributes equal amounts or percentages 
to each employee 


Distributes funding “pools” to differing units 


based upon unit performance or headcount 


Bases reward distribution upon 
management's judgment 


Distribution Example — Profit-Sharing 

= Option A (predetermined performance-reward schedule) distributes equal amounts 
or percentages to each employee. 

= Option B (allocation to organizational unit) distributes funding “pools” to differing units 
based upon unit performance or headcount. 

= Option C (management discretion) bases reward distribution upon management's 
judgment. 

@ Two variations 


= Management determines portion of profit allocated to profit-sharing pool; 
typically distributed to eligible employees as a percentage of base pay. 


= Management determines amount each person receives, usually based on 
individual performance/contribution. 


A plan design may allow 


for an individual performance review 
to affect or eliminate the payout. 
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RETIREE BENEFIT PLAN DESIGN 


Distribution Example — 
Profit-Sharing ...cont'd 


Participation Management and 
= Supervisors 
Funding Size of pool = 50% of Executives review 
profits after threshold financial performance and 
(based on minimum return | determine size of pool 
on capital) 
Pool accrual based on 
target percent of salary 
for each position or 
job level 
Distribution Total pool as percent of Payouts determined by 
total base (and overtime manager's judgment of 
for nonexempt) pay individual’s performance 
on his or her MBO plan, 
Paid out as percent of pay adjusted by percent of 
target pool reached 


Distribution Example — Profit-Sharing ...cont’d 


The table above provides an example of participation, funding and distribution approaches 
that might be taken under Options A and C introduced on the preceding page. Under 
Option B (not illustrated above), the distribution may be the same as shown for Option A 
or C, once funds are allocated to each unit. 
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DISTRIBUTING PLAN EARNINGS 


Example — 
Performance-Sharing Plan 


m= Three measures 
Profit (financial success) 
# Productivity (business process success) 
# Customer satisfaction (customer success) 


m Equally weighted in importance 


m= Target payout at target performance 
¢ Target payout determines cost 
# Target performance determines funding 


Example — Performance-Sharing Plan 


TY easetne | Toraet 
Perot | i orvas ay | aortas pay | eof bese poy 


Customer - 6 6 
Satisfaction 0% of base pay | 3% of base pay | 6% of base pay 


Performance 


es 
| Profit =| 0% of base pay 3% of base pay ] 6% of base pay 


Productivity 0% of base pay | 3% of base pay . 6% of base pay 


e Aieraetl ’ y 
Galictaction 0% of base pay |] 3% of base pay | 6% of base pay 


Earnings for plan employees 
3% + 6% + 0% = 9% of base pay 


el 
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DISTRIBUTING PLAN EARNINGS 


Example — Organizational Unit 
Short-Term Incentive Plan 
Manufacturing Company 


Company description 

Purpose and objectives 

Eligibility 

Measures and structure 

Sample measures and payout levels 
Sample performance-reward schedule 


Funding 
Sample payout 


Example — Organizational Unit Short-Term Incentive Plan 
Manufacturing Company 
= Company description 
@ Designs and manufactures equipment for industrial plants 
@ 4.5 billion in sales 
# 60+ locations 
@ 25,000+ employees 
# Major portion of corporate’s business 
# Combination of traditional manufacturing and new technology 
= Purpose and objectives 
# Link employees and business unit objectives 
@ Educate on key business measures 
@ Employee engagement in the “business of improving performance” 
= Eligibility — business unit management and staff who have influence over plan measures 


= Measures and structure 
# 128 customized plans from single template 
@ Business unit leaders select critical measures (two to four maximum) 
@ Preannounced performance-reward schedule 
@ Overriding modifier of payouts reflects performance 
@ Annual payout in cash 
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DISTRIBUTING PLAN EARNINGS 


Example — Organizational Unit Short-Term Incentive Plan 
Manufacturing Company ...cont’d 


Sample of measures and payout levels 

# Critical measures for business unit 
= Profit before taxes 
= Sales growth 
= On-time delivery 
= Scrap reduction 

@ Three levels of performance and payout 
= Level one = 70% probability 
= Level two = 50% probability 
= Level three = 30% probability 


Sample performance-reward schedule 


Performance Level 1 Level 2 Level 3 
Measurement Performance Performance Performance 


Profit 100% of plan 103% of plan 106% of plan 

Earns 0.5% of Base 1% of Base 1.5% of Base 
Sales Growth 10% 13% 16% 
Earns 0.5% of Base 1% of Base 1.5% of Base 


ee 20% oa oy 
Panic 0.5% of Base 1% of Base 1.5% of Base 


Reduction of 
Scrap 
Earns 


11% 
1.5% of Base 


13% 
1% of Base 


15% 
0.5% of Base 


Funding - self-funded 
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DISTRIBUTING PLAN EARNINGS 


Example — Organizational Unit Short-Term Incentive Plan — 
Manufacturing Company ...cont’d 


= Sample payout 


Performance Level 1 Level 2 Level 3 
Measurement Performance Performance Performance 
———— |) 


Profit 100% of plan 103% of plan 106% of plan 


Earns 0.5% of Base 1% of Base 1.5% of Base 
Na cnet eee mace eon | 

Sales growth 10% 13% 16% 

Earns 0.5% of Base 1% of Base 1.5% of Base 
ot ~/ = 

On-time deliveries 90% 92% 94% 

Earns 0.5% of Base 1% of Base 1.5% of Base 
——— — 


Reduction of scrap 15% 13% 11% 
Earns 0.5% of Base 1% of Base 1.5% of Base 
aa RRR RE RSS 


iN 


= Profit at 103% of plan earns 1% = Reduction of scrap to 11% earns 1.5% 


= Sales growth at 16% earns 1.5% = Total of 4.5% of base pay 
(plus applicable overtime) 


= On-time deliveries at 90% earn 0.5% 


Modifier on 
Payout 


Business unit payout at 4.5% 
OROS (Operating Return on Sales) for division over 13% 


4.5% x 1.75% = 7.9% (rounded) of base pay 
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Final Approval 


Statement of design team objectives 
Goals / objectives of plan 

Plan overview 

Financial impact 

Implementation plan 

Seek senior management support 


Consider beta testing 


Final Approval 

Throughout the design process, it is important that key decision makers have been kept 
informed, either formally or informally, about the progress and direction of the plan. Senior 
management should not hear about the plan for the first time when it is presented for 
approval. In fact, providing a variable pay tutorial to acquaint the approval committee with 
the basics of plan design a few weeks prior to the approval presentation will facilitate a 
smoother presentation. It will help keep the discussion from getting off track on definitions 


or lengthy explanations. 
In presenting the plan for approval, it is important to address the following key points: 


= Statement of design team objectives — The team objectives that were implemented 
prior to the design of the plan set the stage for the presentation. If a cross-functional 
team was used, very brief introductions may be useful to reinforce the notion that the 
plan was developed with input from several functional areas, not just HR. This will aid in 
the “buy-in” of the management team. A team member outside of HR should make the 


presentation to further this. 


= Goals/objectives of plan — This should address, at a high level, what the needs of the 
organization are and how the plan will address those needs. 


= Plan overview — including the measures, eligibility (who is covered), plan periods and 
plan payout 


= Financial impact — including expected gains or improvement, possible payout ranges 
(if thresholds and maximums apply), and the correlation of the two (what the organization 
is getting for what it’s paying out) 
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Final Approval ...cont’d 
= Implementation plan — including timing, communication plans, and leadership's 
involvement in the roll out 
m= Seek senior management support 
@ General approval to implement 
@ Agreement to support the roll out process 
# Commitment to support the objectives and model the desired behaviors 
# Commitment of management to take ownership of the plan 


= Consider beta testing — Senior management may be reluctant to implement a new 
plan or make significant changes to an existing plan, especially when those changes 
could have a significant financial impact to the organization. One way to evaluate plan 
effectiveness before committing to major financial rewards is to conduct a beta test 
using more nominal awards, such as recognition or noncash awards. 
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m Discuss how to determine appropriate 
performance targets and payouts. 


m Explain sources and timing in funding 
the plan. 


m™ Discuss how to establish the form, 
frequency and timing for the distribution 
of plan earnings. 
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Module Quiz 


Which of the following would most likely be a reason to use prospective performance 


instead of historical performance in setting baselines? 


A. 
B. When previously achieved levels of performance have been acceptable 
C. 
D 


. When seasonality or other volatility is predictable 


When past performance is indicative of future performance 


When a capital improvement or change in the production process has been made 


In defining payout criteria, the minimum level of performance at which a payout is 


initially earned is known as what? 


A. 


Threshold 


B. Target 
C. 
D 


. Baseline 


Cap 


Which of the following best describes a graduated payout allocation? 


A. 


The pool would be distributed based on management’s judgment of individual 
performance. 


Each plan participant would receive an equal percentage of base pay, but actual 
monetary amounts would vary by base salary. 


Equal monetary amounts are awarded to each employee. 


The actual payout pool as a percent of targeted pool is applied to individual target 
payouts by position or level in organization. 


Which of the following is a type of payout schedule? 
A. 


Threshold payout 


B. Step payout 
C. 
D. Windfall 


Frequency of payout 
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Module Quiz ...contd 


5. It might be best to use a budgeted method of funding, when: 

A. Operational measure can be easily converted into a financial value. 
B. Funding of the plan is only provided by financially based measures. 
C. The financial value of improved performance can be measured. 
D 


. Improvement in a measure cannot be financially determined. 


6. Which one of the following items needs to be determined for the distribution of 
plan earnings? 


A. Management discretion 
B. Timing of payout 

C. Net return on payout 

D 


. Value-added return 
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(blank) 
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Implementation 
and Evaluation 


ee 
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Module 6 
Implementation and Evaluation 


Introduction 


Although there is a tendency to spend more time and resources on the design of the 
plan, the true test of the effectiveness of any variable pay plan is how it performs once 
it is rolled out. In fact, many experts would argue that the majority of the time and effort 
should be spent on implementation activities rather than on design. This underscores 
the importance of not treating the rollout and administration process as an afterthought. 
Plan implementation, like plan design, follows a systematic process including plan 
introduction, communication and administration. The success of the plan hinges on 
buy-in from employees and management along with clear and ongoing communication. 


Any plan design and implementation would be incomplete without evaluation. Does the 
plan work? Are the results generated by the plan worth the compensation expense? 
These and other questions should be asked and the answers analyzed to determine 
whether the plan should be continued, discontinued, revised or replaced. 


Objectives 
By the conclusion of this module, you will be able to accomplish the following: 
1. Discuss key implementation activities. 


2. Explain how to develop a communication plan. 


3. Describe how to evaluate the success of a variable pay plan. 
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Plan Implementation 


™ Selecting the implementation team 
m Developing the communication plan 
m@ Introducing the plan 


™ Coordinating plan administration 


Plan Implementation 
Implementation should involve these activities: 


= Selecting the implementation team — Select an implementation team to facilitate 
the process. 

= Developing the communication plan — A communication plan will announce the 
initial plan rollout and continually maintain plan visibility. 


m Introducing the plan — How the plan is introduced to management and participants 
will affect buy-in and comprehension. 


= Coordinating plan administration — Managers want the plan to require minimal 
administrative support on their part. If the plan is too complex or labor intensive, it may 
threaten the success of the plan if resources are not available to successfully maintain 


the plan. 
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PLAN IMPLEMENTATION 


Selecting the Implementation Team 


= Members with broad-based 
representation 


m= Define team role and support 
mechanisms 


m Provide training 


= Define role of human resources 


Selecting the Implementation Team 
= Members with broad-based representation 
@ Key functional groups 
@ Senior management sponsor 
# Members of the plan design team 
= Define team role and support mechanisms 
¢ Expectations/deliverables 
# Resources/budget 
@ Authority 
@ Nature of supervisors/degree of autonomy 
= Provide training (group effectiveness, project management) 
@ What to do? 
@ How to do it? 
= Define role of human resources 
# Team member 
@ Staff support 
# Review/audit team recommendations 
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PLAN IMPLEMENTATION — COMMUNICATION PLAN 


Developing the Communication Plan 


m Determine key points 
m@ Tailor to audience 


=m Choose communication channels 


= Document the communication plan 


= Determine ongoing communications 


Developing the Communication Plan 


Communication is particularly important in the case of variable pay plans because these 
plans have the common goal of driving behavior towards meeting specific objectives. 
You need to effectively convey to employees what the objectives are, what they need 

to do (behaviors) to achieve those objectives and what the rewards will be if those 
objectives are met. 


= Determine key points 
= Tailor to audience 


= Choose communication channels — verbal, writing, face-to-face, e-mail, memos, 
posters, etc. 


= Document the communication plan — includes what is being communicated, 
when it’s to be communicated and by whom 


= Determine ongoing communications — how employees will receive updates on 
progress and results 


Note: A more in-depth review of employee communications can be found in Certification Course T4: Strategic 
Communications in Total Rewards. 


GR6 @ 6.5 


© WorldatWork. All rights reserved. 


PLAN IMPLEMENTATION — COMMUNICATION PLAN 


Communication — Key Points 


m Objectives m Rewards 
m Employees’ role m Reviews 
m= Methods m Impact on 
compensation 
m@ Eligibility 
= More information 
m Feedback 


Communication — Key Points 
Key communication points should include: 
m™ Objectives — the desired business results 


= Employees’ role — explains how employees can contribute to achieving the desired 
business results 


m Methods — mechanics/measures 
¢@ Links between established measures and performance assessment 


Eligibility — who is participating 

Feedback — how results are reported/when 
Rewards — how much is awarded/when 
Reviews — plan changes/when 


Impact on compensation — changes to other pay programs 


More information — where to go (e.g., manager, organizational intranet, reference 
documents) 
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PLAN IMPLEMENTATION — COMMUNICATION PLAN 


Tailor to Audience 


m Management 


m Supervisors 


m= Employees 


Tailor to Audience 


The message and means by which the plan is introduced should be tailored to the 
particular audience. 


m= Management — when presenting to management, consider the following: 


4 


eee oe Oe 


4 


Anticipated concerns 

Strengths of the plan 

Obstacles for the plan 

Messages to be communicated 

What will happen and why, and how it will affect people 
Management's role 

Exercises on ideas for employee engagement 


= Supervisors — in having management present to supervisors, consider the following: 


4 
4 
¢ 


First-line supervisors are the critical element of success. 

Group meetings and workshops 

Process 
= What can be done to improve performance, what's in it for me? (WIIFM) 
= Ensure supervisors understand the plan prior to communicating to employees 
a Will need to be able to explain the mechanics of the plan 


= Employees — in the presentation to employees, consider the following: 


4 
4 
¢ 
4 
4 


Scripted Q&A 

Manage expectations 

What is the aim of the program? 

How it works, policies, procedures 
Specifics on how payouts are determined 
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PLAN IMPLEMENTATION — COMMUNICATION PLAN 


Choose Communication Channels 


m Face-to-face 
m Paper-based 


m™ Technology-based 


Choose Communication Channels 


The way a message is communicated can be just as important as the message itself. 
Each individual has a preferred method of communication. Organizations usually develop 
preferred methods as well. Keep this in mind as you determine which channel or 
combination of channels to use. 


= Face-to-face — provides a person-to-person verbal connection and often allows instant 
feedback. For most plan rollouts, at least one face-to-face communication should occur. 
Key characteristics of this channel include: 


# Often preferred by recipient/employees 
@ Provides a personal touch 
¢ Allows for real-time interaction 


@ Effective for communicating negative information, controversial information and 
significant changes 


m Paper-based — provides a physical document for audiences to read and review. 
Key characteristics of this channel include: 


¢ Provides a consistent message 
@ Allows for reader to reference the materials at a later time, if needed 
@ Effective for communicating technical information and complex information 


= Technology-based — utilizes some form of technology to deliver the message. 
Key characteristics of this channel include: 


@ Typically provides opportunity for keeping information current and timely 
@ Tools such as an organization’s intranet, CD-ROMs, webcasts and e-mail 


# May require users to have access to a computer 
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PLAN IMPLEMENTATION — COMMUNICATION PLAN 


Document Communication Plan 


g What will be communicated? 
@ When will it be communicated? 


= What communication channel 
will be used? 


= Who will deliver the message? 


Document Communication Plan 


A well-documented communication plan will facilitate a successful rollout. It should 
include the following information: 


= What will be communicated? — such as “president’s announcement” or “third-quarter 
progress report” or “marketing posters” 


= When will it be communicated? — some communications will occur only once, while 
others may be repeated or even available continuously 


= What communication channel will be used? — verbal, written, electronic or other 


= Who will deliver the message? — executive management, immediate supervisor, 
HR representative, business unit president 
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PLAN IMPLEMENTATION — COMMUNICATION PLAN 


[ 


Ongoing Communication 


m@ Reinforce key objectives of the plan 
= Connect to daily work 

m Accompany performance statements 
m Include other specific information 

m= Orient new participants 


™ Consider insider information 


Ongoing Communication 


Ongoing communication is an important part of a successful variable pay program 
and should do the following: 


Reinforce key objectives of the plan — keep it fresh and prominent 
Connect to daily work — line of sight; how does one’s daily work affect the 
organization’s performance and goals 

Accompany performance statements 


¢@ Performance to target — how you are doing; opportunity to ask questions and 
get explanations; what to do to address any problems that come up and take 
corrective action 


Include other specific information 
@ This period’s incentives 
¢ Year-to-date incentives 
@ Comparison with prior year 


Orient new participants — ensure that new hires and transfers understand the plan, 
the objectives and the performance feedback, as it affects their behavior 


@ Introduce the program 
# Ensure understanding of their role 


Consider insider information — If the plan for a public company uses financial 
measures which are not reported during the quarterly earnings release, sharing periodic 
results with employees may constitute insider information. Human resources should 
discuss this potential issue with the legal and accounting departments. 
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PLAN IMPLEMENTATION 


Plan Introduction 


m Using the chain of management 


m Gaining employee commitment 


Plan Introduction 


Now that the communication plan is in place, you’re ready to introduce the plan. 

It's important that you stick to your communication plan in this crucial phase. In general, 
employees will form an opinion about a plan very early, and once formed, it can be difficult 
to change. Remember, you don’t get a second chance to make a first impression. 


= Using the chain of management — Plans are most likely to be successful if they are 
introduced through the organized chain of management. 


= Gaining employee commitment — is a primary desired outcome of the introduction 
phase 
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PLAN IMPLEMENTATION — PLAN INTRODUCTION 


Using the Chain of Management 


ee _ 


Management Supervisors ( | Employees ; 


Using the Chain of Management 


While it might be administratively convenient to introduce a plan directly to all employees 
at the same time using the same media, the results are usually less than optimal. The 
preferred method is to utilize the organization’s chain of management. This accomplishes 
several objectives: 


= Allows management to be briefed first. This allows them to become familiar with the 
objectives and to get on board with the program. This increases management ownership. 


m Managers and supervisors are more familiar with their respective work groups and will 
consequently be able to better anticipate questions and concerns. 


= Employees generally pay better attention to information when it comes from their 
immediate supervisors than from a general communication from the HR department 
or corporate. 


It aligns the performance expectations between employees and management. 
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PLAN IMPLEMENTATION — PLAN INTRODUCTION 


Gaining Employee Commitment 


m@ Keep it simple 
m™ Focus on main elements 
@ Purpose 
@ Mechanics and measures 
@ Participant impact 
# Payout opportunity 
@ Implementation process 
m Use effective communications 


m Managers communicate to employees 


Gaining Employee Commitment 


Once you design it, how do you gain employee commitment? 


= Keep it simple — Describe it simply and briefly, ensure employees understand the plan 
and performance measures. 


= Focus on main elements 


@ Purpose of the plan 


+ 
4 
4 
+ 


Plan mechanics and measures 

How participants can affect the measures 
Individual payout opportunity 
Implementation process 


gw Use effective communications 


4 


“fe ete ee oe Oo 


4 


Consistent, ongoing and easily understood 

Begin at the time of concept approval 

Continue as long as the plan/program is in effect 
Many modes (verbal, written, electronic, posting, etc.) 
Timing (critical) 

Top-down process 

Amount and intensity could vary with need 

Tailored to the audience 

Timely feedback 


m= Managers communicate to employees — Ideally, management, not human resources, 
should communicate the plan. It is more effective to have management make 
presentations to employees to show their commitment to the plan and to illustrate 
clear linkages among plan objectives, individual jobs and the plan. 
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Coordinating Plan Administration 


= Ongoing performance tracking 


™ Calculating payouts 


= Communicating payouts 


= Coordination with other functions 


Coordinating Plan Administration 


lf you have properly designed and introduced the plan, then the administration of it should 
not produce many surprises. The following are some of the activities that will need 
ongoing monitoring or attention. 
= Ongoing performance tracking 
@ Ensure that tracking of performance is maintained 
= Employee updates 
= Accounting updates for accrual purposes 


g Calculating payouts 
@ Compile data and verify accuracy 
# Ensure recipients continue to meet eligibility requirements 
(e.g., currently employed, in good standing, eligible job) 
= Communicating payouts 
@ Announce final results and reinforce the performance message 


# Review how payouts are calculated, explain final performance measures versus 
target and explain any shortcomings 


¢ Individual payouts should be communicated face to face by the manager. This is 
an opportunity to link individual behavior to results and results to the reward. 


= Coordination with other functions — such as payroll, finance/accounting and HRIS 


Note: There are numerous software programs available to aid in administering variable pay plans. 
Software may aid in collecting and summarizing data, running reports and calculating payouts. 
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PLAN IMPLEMENTATION — PLAN ADMINISTRATION 


Coordination with Other Functions 


m@ Payroll 


™ Accounting /finance 


# HRIS 


m Savings account administration 


Coordination with Other Functions 


Close coordination with key functional areas will greatly improve the chances of 
successful implementation. 


= Payroll — Payroll needs to be involved early in the design process. 
¢ Create additional fields in the payroll system 
# Write new system code for formulas or calculations 


@ Overtime may also need to be recalculated if payouts are subject to overtime 
or other premiums ( FLSA in the United States). 


= Accounting/finance 
@ Keeping track of the budgeting aspect of the plan 


@ Making adjustments to their systems also 
(in addition to payroll, which is often within finance) 


¢ Auditing financial performance (if applicable) and “certifying” results 
¢ Adjusting accruals for payout as the performance period progresses 
m= HRIS (Human Resource Information Systems) 
@ May have responsibility over certain payroll aspects 
= Savings account administration 


# Payouts may be subject to the same withholding amount as company savings plans, 
[such as a 401(k) in the United States]. 


# May wish to remind employees to change withholding percent if they so desire 
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Evaluation — Plan Assessment 


m= Determining plan effectiveness 
m@ Why plans fail 


= Potential evaluation outcomes 


Evaluation — Plan Assessment 


Plans that are regularly assessed have greater success than those that are not. Regardless 
of how well you think the plan is operating, an assessment can uncover some issues you 


didn’t know existed. 
= Determining plan effectiveness 
= Why plans fail. 
= Potential evaluation outcomes 
@ Refine plan 
@ Terminate plan 
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PLAN EVALUATION 


Plan Effectiveness 


= When to evaluate? 
¢ After plan rollout 


@ Annual assessment 


= Dual perspective evaluation 
@ Employer’s perspective 


@ Employees’ perspectives 


m Plan assessment 


Plan Effectiveness 


m= When to evaluate — The question of when to evaluate plan effectiveness is critical to 
determining if an incentive plan is operating as desired. A new plan may not initially roll 
out and operate exactly as intended. Management must be sensitive to the need for formal 
assessment in order to determine if an incentive plan is operating as desired. 
@ After plan rollout — New plans should constantly be monitored to address any 
unexpected issues. 
¢ Annual assessment — Plans should be reviewed two months prior to the next plan 
period to ensure they are meeting changing business needs. 


= Dual perspective evaluation — An evaluation is conducted from two viewpoints: 
¢ Employer’s perspective, considering: 
m Value added and benefits realized as compared to cost 
= Cost versus plan or budget; a financial rationale review 
= Desired behaviors — Has the plan aligned employees’ behaviors with strategic 
objectives? ; 
= Outcomes versus communicated objectives; an evaluation of performance 
measures; whether goals were achieved 
¢ Employees’ perspective, considering: 
= True pay for performance (that is, top performers are top earners) 
= Goal attainment/difficulty 
= Total pay levels versus expectations 
= Perceived fairness of the payout 


m= Plan assessment 
# Collect baseline information 
@ Measure results 
# Review anecdotal and survey feedback from plan managers, administrators, 
supervisors and participants (e.g., attitude survey, focus groups, face-to-face 
interviews) 
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PLAN EVALUATION 


Why Plans Fail 


m Unclear or conflicting objectives 

m= Management inattention 

m |IIl-conceived incentive plan structure 
= Insufficient advance modeling 


= Marginal employee communication 


Why Plans Fail 
Incentive plans fail for many reasons. The following are five of the most common reasons: 


= Unclear or conflicting objectives — Management may only marginally define and 
communicate business objectives the plan must reinforce. Worse, stated objectives may 
conflict with one another, or management may not agree on which objectives should take 
priority. 

= Management inattention — Management inattention may result in failure to assess the 
ongoing effectiveness of the incentive plan, missing early opportunities to detect and 
resolve problems. 


® Ill-conceived incentive plan structure — may not fully consider either objectives or the 
ability to contribute to results 


= Insufficient advance modeling — Modeling of the possible effects of the new incentive 
design may ignore how a participant’s earnings might be affected or how much company 
budgets might be strained. 


= Marginal employee communication — may intensify the problems listed above 
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PLAN EVALUATION 


Potential Evaluation Outcomes 


@ Plan refinement 


m@ Plan termination 


Potential Evaluation Outcomes 


@ Plan refinement 
# Build on progress made 
¢ Tell what happened, what was learned 
@ Introduce new plan or adjustments to: 
= Measures (should reflect changing business objectives) 
= Baselines 
= Targets (reset targets to achieve continuous improvement) 
= Payout rates 
= Policies and processes 
= Plan termination 
# Business objectives for which plan was created no longer exist 
# Employee perception of plan is so negative that it can’t be saved 


= Can be re-introduced in future, perhaps with a new name and look (these 
changes alone will not change a plan from a failure to a success without 
other improvements as well) 
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m Discuss key implementation activities. 


m Explain how to develop a 
communication plan. 


m Describe how to evaluate the success 
of a variable pay plan. 
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Module Quiz 


C. 


Plan implementation usually involves which of the following activities? 
A. 
B. 


Determining key points, defining eligibility and choosing communication channels 


Selecting an implementation team, developing the communication plan, introducing 
the plan and plan administration 


Conducting a readiness assessment, obtaining management support, selecting 
an implementation team and introducing the plan 


In general, what department or group should be responsible for communicating 


a variable pay plan to employees? 


A. 


Human resources 


B. Management 
C. 
D 


. Finance 


Marketing 


Which of the following methods is preferred in introducing a plan to an organization? 


A. 


First to shareholders, then to all employees 


B. First to management, then to supervisors and finally to employees 
C. 
D 


. First to shareholders, then to management and finally to employees 


First to HR, then to supervisors and finally to employees 


Plan administration should include which one of the following activities? 


A. 


Calculating payouts 


B. Determining thresholds 
C. 
D 


. Gaining employee commitment 


Identifying communication channels 
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(blank) 
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Case Studies 
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Case Study 1: 
Gumball Utility Machines, Inc. 


Gumball Utility Machines, Inc. (GUM) is in its sixth year of business since being established 
by its founder and president, Dean Robbins, a man with a passion for gumballs. GUM 
developed the GUMBA, a gumball machine with the capability of electronically reading a 
pre-paid GUMBA card. When a customer wants gum, she swipes the GUMBA card through 
the machine and selects how many gumballs she wants. The system records the number of 
gumballs dispensed and updates the card. Parents like it because they don’t have to give 
their children cash to carry around, and children love it because swiping a card through the 
machine is like using a credit card, which they think is “cool.” 


Within 24 months of introducing the GUMBA, sales grew at double-digit rates annually. 
The sale of gum through these machines averages five times the volume of gum sold 
through traditional coin machines. Retail merchants want them because they sell more 
gum, and gum manufacturers heavily push merchants to use the GUMBA for the same 
reason. With 300 million in annual revenue GUM now has 25% share of the gumball 
machine market, taking the industry completely by surprise. 


Although sales growth shows no sign of leveling off, the patent for the GUMBA is expiring 
in less than a year. A number of competitors have already developed their own card- 
reading machines that will probably hit the market soon after the patent lapses. Although 
GUM was the first to integrate card-reading technology into gumball machines, the simple 
technology is widely available and relatively cheap to duplicate. The R&D staff is working 
on two new technologies for the GUMBA II. One will enable the machine to dispense 
specific flavors of gumballs based on customer preference. The other new feature will allow 
parents to pre-program how many gumballs their children can get in a specified period 
(daily or weekly), or even prevent them from getting gum during certain time blocks, such 
as before dinner. To keep the company on the cutting edge, Dean knows GUM needs to 
get the GUMBA II to market as soon as possible, preferably at the same time competitors 
enter the market. Since many of its competitors’ products will have the same features as 
the GUMBA, GUM will have to maintain sales growth through product pricing, reducing 
production costs and increasing recognition of the GUMBA brand. 
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CASE STUDY 1: GUMBALL UTILITY MACHINES — EXERCISE 1 


Work with your team members to identify GUM’s business strategy, lifecycle and 
business objectives. 


m™ How would you characterize GUM’s business strategy (operational excellence, 
product/service leadership, customer intimacy)? 


m= Where is GUM in the business lifecycle (start-up, growth, mature, decline)? 


= What should GUM’s business objectives be for the next couple of years and why? 


Objective 1: 


Objective 2: 


Objective 3: 
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CASE STUDY 1: GUMBALL UTILITY MACHINES — EXERCISE 2 


Using the case study and information below, work with team members to design a variable 
pay plan using the template on the following page. 


Director 
Design & Production 
Manager Production 

R&D Manager 
R&D Production 
Designers Supervisors 
Production 
Staff 


Organizational Structure 


Base Salaries 


Employee Group # of Incumbents 


Production Staff 


4,890,000 


Data: 

Revenue = 300,000,000 

Annual production = 200, 000 units including defective machines 
Number of Machines Sold = 200,000 

Profit as a % of Sales = 20% 

Sale price = 1500 per machine 

Quality: 20% are defective and are thrown away 

Total cost per machine = 960, including quality costs 

Market share = 25% 

Patent expires on GUMBA in less than 12 months 
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CASE STUDY 1: GUMBALL UTILITY MACHINES — EXERCISE 2 


Work with team members to design a variable pay plan using the following template. 


Plan Objectives and Plan Type 


Performance Performance Performance 
Measure #1 Measure #2 Measure #3 


What objectives do you want 
your program to incent? 


What type of programs will you use 
(i.e.: profit or performance sharing, 
spot awards, recognition, etc)? 


Performance Measures & Targets 


What do you want to measure 
(i.e.: production improvement, 
cost per unit, market share)? 


Weighting of each measure: 


Performance Threshold: 
What is the least result that is 
acceptable for a payout? 


Performance Target: What 
performance is the set goal you 
want to achieve? 


Performance Maximum: What 
level of performance represents 
the most that may be earned? 
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CASE STUDY 1: GUMBALL UTILITY MACHINES — EXERCISE 2 


Work with team members to design a variable pay plan using the following template. 


Plan Objectives and Plan Type 


Performance Performance Performance 
Measure #1 Measure #2 Measure #3 


What objectives do you want 
your program to incent? 


What type of programs will you use 
(i.e.: profit or performance sharing, 
spot awards, recognition, etc)? 


Performance Measures & Targets 


What do you want to measure 
(i.e.: production improvement, 
cost per unit, market share)? 


Weighting of each measure: 


Performance Threshold: 
What is the least result that is 
acceptable for a payout? 


Performance Target: What 
performance is the set goal you 
want to achieve? 


Performance Maximum: What 
level of performance represents 
the most that may be earned? 
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CASE STUDY 1: GUMBALL UTILITY MACHINES — EXERCISE 2 


Work with team members to design a variable pay plan using the following template. 


Eligibility & Payouts 


From the list below, note who’s eligible 

to participate in the program and their 

payout amounts at each level of Payout 

performance. Threshold Payout Target Payout Maximum 


Director (yes or no) 


R&D Manager (yes or no) 
R&D Designers (yes or no) 


Production Manager (yes or no) 
Production Supervisors (yes or no) 
Production Staff (yes or no) 


Funding and Distribution of Earnings 


How will this plan be funded 
(self-funded or budgeted)? 


Net ROP (%) 


gain— payout x 100 
payout 


Form of Payment: 
(cash, non-cash, stock, etc) 


Frequency of Payouts: how often 
payments are made: 


Timing of Payouts: how long 
after the measurement cycle 
incentives will be paid: 
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CASE STUDY 1: GUMBALL UTILITY MACHINES — EXERCISE 2 


Work with team members to design a variable pay plan using the following template. 


Payout Target Payout Maximum 


Eligibility & Payouts 


From the list below, note who’s eligible 
to participate in the program and their 
payout amounts at each level of 
performance. 


Payout 
Threshold 


Director (yes or no) 


R&D Manager (yes or no) 
R&D Designers (yes or no) 


Production Manager (yes or no) 
Production Supervisors (yes or no) 
Production Staff (yes or no) 


Funding and Distribution of Earnings 


How will this plan be funded 
(self-funded or budgeted)? 


Net ROP (%) 


gain— payout x 100 
payout 


Form of Payment: 
(cash, non-cash, stock, etc) 


Frequency of Payouts: how often 
payments are made: 


Timing of Payouts: how long 
after the measurement cycle 
incentives will be paid: 
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Case Study 2: 
Seating Innovation Technologies Corp 


Seating Innovation Technologies Corporation (SIT) has been the market leader in custom 
chairs for over 50 years. The company originated from an idea Mary Wellner stumbled 
across purely by accident. Mary’s husband, Charles, constantly complained about his 
uncomfortable office chair. Mary was making a pifiata for her daughter’s birthday party and 
left the plaster materials on a chair in the kitchen. Charles came home and promptly sat 
right in the plaster. As they were cleaning up the mess, they joked because Charles’ “seat” 
had been cast in the drying plaster. It then dawned on Mary that if she could use the cast to 
develop a seat for Charles’ chair at the office, perhaps he would stop complaining. She 
used the imprint to design a cushion that “fit” her husband perfectly. Soon, everyone in the 
office was asking if Mary could make custom seats for them as well. At first, Mary only 
made the cushions, but as business grew it soon made sense to incorporate the cushions 
directly into chairs. The Wellners acquired a small chair manufacturer, and within 15 years 
SIT became the premier custom office chair company in the world, with sales of 2 billion 
annually. Customers would keep their “seats” on file with the company, and if they needed 
a new chair, the customer would simply order the chair style and the customized cushion 
seat would be built in. The company also developed chairs that had interchangeable 
cushions to quickly adapt to customers’ preferences. 


Over the years, Mary had instilled a strong family atmosphere in the company, which 
carries on to this day. Mary always believed that the company should operate as a team, 
where everyone succeeded or failed together. While this philosophy had always worked 
well, Kristen Wellner, Mary’s oldest daughter and current CEO, is concerned. Although the 
company is legendary for its attention to the individual's needs, its customer satisfaction 
numbers have been on a gradual decline over the past two years. A recent survey by the 
customer relations department revealed that a primary reason for the decline relates to the 
increasing amount of time it takes to resolve customers’ issues. In examining the problem, 
the executive management team uncovered a bureaucratic maze where customer relations 
was involving virtually every department in the company to resolve even routine issues. 
They realized that with the growth of the company the “team” concept was being taken to 
the extreme, where everyone involved everyone else for almost every decision. Customer 
relations waits for days trying to get each department’s approval before a customer's issue 
is resolved. There are two other semi-custom chair manufacturers in the market. Currently 
neither poses much of a threat, but they are beginning to make modest inroads into SIT’s 
market share. While market research indicates that SIT is still perceived as providing 
superior and more customized products, customers are beginning to feel that the increased 
delays in resolving issues is not worth the extra customization. 


Kristen knows the customer service problem needs to be resolved immediately. SIT has 
always had a profit-sharing plan that paid everyone based on profits alone. Clearly SIT 
needed to start incenting some different behaviors. But, Kristen is not sure how to do that 
and still maintain the “family” atmosphere, which has been a hallmark of the company for 


decades. 
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CASE STUDY 2: SEATING INNOVATION TECH. — EXERCISE 1 


Work with your team members to identify SIT’s business strategy, lifecycle and 
business objectives. 


m How would you characterize SIT’s business strategy (operational excellence, 
product/service leadership, customer intimacy)? 


m= Where is SIT in the business lifecycle (start-up, growth, mature, decline)? 


= What should SIT’s business objectives be for the next couple of years and why? 
Objective 1: 
Objective 2: 


Objective 3: 
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CASE STUDY 2: SEATING INNOVATION TECH. — EXERCISE 2 


Using the case study and information below, work with team members to design a variable 
pay plan using the template on the following page. 


Organizational Structure 


Manager 
Customer 
Relations 


Supervisors 


Customer 
Service Reps 


Manager Manager Manager 


Finance Marketing Production 


Base Salaries 


4,550,000 


SIT average time to resolve calls = 7.3 days 


Industry average time to resolve calls = 3.5 days 
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CASE STUDY 2: SEATING INNOVATION TECH. — EXERCISE 2 


Work with team members to design a variable pay plan using the following template. 


Plan Objectives and Plan Type 


Performance Performance Performance 
Measure #1 Measure #2 Measure #3 


What objectives do you want 
your program to incent? 


What type of programs will you use 
(i.e.: profit or performance sharing, 
spot awards, recognition, etc)? 


Performance Measures & Targets 


What do you want to measure 
(i.e.: production improvement, 
cost per unit, market share)? 


Weighting of each measure: 


Performance Threshold: 
What is the least result that is 
acceptable for a payout? 


Performance Target: What 
performance is the set goal you 
want to achieve? 


Performance Maximum: What 
level of performance represents 
the most that may be earned? 
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CASE STUDY 2: SEATING INNOVATION TECH. — EXERCISE 2 


Work with team members to design a variable pay plan using the following template. 


Plan Objectives and Plan Type 


Performance Performance Performance 
Measure #1 Measure #2 Measure #3 


What objectives do you want 
your program to incent? 


What type of programs will you use 
(i.e.: profit or performance sharing, 
spot awards, recognition, etc)? 


Performance Measures & Targets 


What do you want to measure 
(i.e.: production improvement, 
cost per unit, market share)? 


Weighting of each measure: 


Performance Threshold: 
What is the least result that is 
acceptable for a payout? 


Performance Target: What 
performance is the set goal you 
want to achieve? 


Performance Maximum: What 
level of performance represents 
the most that may be earned? 
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CASE STUDY 2: SEATING INNOVATION TECH. — EXERCISE 2 


Work with team members to design a variable pay plan using the following template. 


Eligibility & Payouts 


From the list below, note who’s eligible 
to participate in the program and their 
payout amounts at each level of 
performance. 


Payout 
Threshold 


Payout Target Payout Maximum 


Director (yes or no) 


R&D Manager (yes or no) 
R&D Designers (yes or no) 


Production Manager (yes or no) 
Production Supervisors (yes or no) 
Production Staff (yes or no) 


Funding and Distribution of Earnings 


How will this plan be funded 
(self-funded or budgeted)? 


Net ROP (%) 


gain — payout x 100 
payout 


Form of Payment: 
(cash, non-cash, stock, etc) 


Frequency of Payouts: how often 
payments are made: 


Timing of Payouts: how long 
after the measurement cycle 
incentives will be paid: 
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CASE STUDY 2: SEATING INNOVATION TECH. — EXERCISE 2 


Work with team members to design a variable pay plan using the following template. 


Eligibility & Payouts 


From the list below, note who’s eligible 

to participate in the program and their 

payout amounts at each level of Payout 

performance. Threshold Payout Target Payout Maximum 


Director (yes or no) 


R&D Manager (yes or no) 
R&D Designers (yes or no) 


Production Manager (yes or no) 
Production Supervisors (yes or no) 
Production Staff (yes or no) 


Funding and Distribution of Earnings 


How will this plan be funded 
(self-funded or budgeted)? 


Net ROP (%) 


gain— payout x 100 
payout 


Form of Payment: 
(cash, non-cash, stock, etc) 


Frequency of Payouts: how often 
payments are made: 


Timing of Payouts: how long 
after the measurement cycle 
incentives will be paid: 
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(blank) 
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Readiness Assessment 


Complete the following Readiness Assessment for your organization and calculate 
your score. 


1. Commitment 
Does the leadership see variable pay as an important mechanism to improve 
business results in critical areas, or primarily as a way to keep compensation 


competitive? 
Low High 
1 | 2 3 | 4 
Improve 
competitive business 


results 


2. Measurement System 
Are the systems to measure desired results readily available? 


Low High 
1 2 x 4 


Not Readily 
available available 


3. Empowerment/Accountability 
Is management willing to share authority as well as accountability for results? 


Low High 
1 2 3 4 


Controls Delegates 
authority authority 


to lowest level 
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READINESS ASSESSMENT 


4. Payback Expectations 
Will the organization stick to a program long enough to see if it works, even if it 
takes longer than one year? 


Low High 
1 2 3 4 
Short-term Longer time 
focus horizon 
5. Trust 
Is the organization tolerant enough to encourage risk-taking and tolerate 
mistakes? 
Low High 
1 2 3 4 


Risk Encourages 
averse risk-taking 


6. Tolerance for Mistakes 
How will the organization respond if the program fails to meet expectations? 


Low High 
1 2 3 4 


Organization 


Organization 
learns 
from mistakes 


punishes 
mistakes 
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READINESS ASSESSMENT 


7. Openness to New Ideas 
How open to new ideas are individuals, groups and leaders within the organization? 


Low High 
1 2 3 4 


Resists Open to new 
change ideas 


8. Effect on Other Plans/Programs 
How would a variable pay plan impact/support/conflict with other key initiatives like Total 
Quality Management, cultural change, individual or group incentives and other 
organizational programs? 


Low High 
1 | 2 | 3 | 4 


Conflicts with Supports other 
other programs programs 
9. Skills/Knowledge 
Do employees have the skills and knowledge necessary to achieve desired results? 
Low High 
1 2 3 4 


Skills/ Skills/ 


knowledge 


knowledge 
mastered 


inadequate 
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READINESS ASSESSMENT 


10. Resource Availability 
Do employees have the resources necessary to improve performance and/or attain 


goals? 


Low High 


1 4 
Resources Resources readily 
unavailable available 


11. Clear Purpose and Desired Results 
Will the organization know what the results of the program are? 
Low High 


1 | 2 | 3 | 4 
Purpose/ Purpose/ 
results unclear results clear 


12. Supervisory Support 
Is first-line supervision supportive of variable pay? 
Low High 
1 2 3 4 


Non-supportive Supportive 


13. Availability of financial Information 
Is management willing to share financial information? 
Low High 
1 2 3 


4 
Unwilling to Willing to 
share share 
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EXHIBIT 
56 


Current Cash Profit Sharing 


CONTRIBUTOR’S INDUSTRY, PRODUCT OR SERVICE 


Financial Institution 


ELIGIBILITY 
Employee groups eligible: 
e Management (excluding Top Management) 
e Exempt, Non-Management (Professional) 
e Nonexempt Office/Clerical 
¢ Nonexempt Technical, Skilled and Semi-skilled (primarily blue collar) 


Total number of employees eligible for awards: ...............-..-.:1--:ccseceecereeeeeetetetteeeetseteneets 430 
Eligible employees as a percent of total company employment: ............-..--..---.-.------00 95.5% 
PLAN EFFECTIVENESS 


This plan was considered very effective at achieving the following objectives: 
Communicate and garner support for business objectives. 

Increase productivity. 

Reward achievement of specific financial goals. 

Reward participation or empowerment in corporate culture. 

Foster teamwork. 

Foster healthy competition. 

Encourage cross-functional behaviors. 

Facilitate the movement of employees across departments or business entities. 
Reward superior individual achievement. 

Strengthen the link between pay and performance. 

Support retention efforts. 

Support recruitment efforts. 

Improve morale. 

Raise competency levels. 


This plan was considered effective at achieving the following objectives: 
e Improve your organization’s public image. 

e Improve customer satisfaction. 

e Shift costs from fixed to variable. 


Watson Wyatt 
Data Services 


Reprinted from “Exhibit Book of Variable Pay Plans — Book IV” with permission from Watson Wyatt Worldwide, 
© 2003 www.wwdssurveys.com. Unauthorized reproduction of distribution is strictly prohibited. 
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Current Cash Profit Sharing Plans Exhibit 56 (continued) 


This plan was considered effective at achieving the following objectives: (continued) 


Control/reduce operating costs. 

Control/reduce direct compensation costs. 

Control/reduce time and/or costs associated with administration of compensation program(s). 
Encourage skill acquisition. 

Encourage employees to become more self-directed. 


Encourage development of leadership skills. 


Watson Wyatt 
Data Services 
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Current Cash Profit Sharing Plans Exhibit 56 (continued) 


AN INTRODUCTION TO THE 
QUARTERLY INCENTIVE PLAN 


On behalf of the Board of Directors and the Executive Team, I would like to formally announce the 
approval of the Quarterly Incentive Plan. 


Our employees have been the driving force behind our success, and we appreciate the hard work that it 
has taken to achieve this success. In 20__, we are enhancing our total compensation program by 
introducing the Quarterly Incentive Plan effective January 20__. The Quarterly Incentive Plan is a 
quarterly pay plan that compensates employees for achieving our strategic goals. 


The program is an excellent way to strengthen market competitiveness, attract and retain motivated 
coworkers, and maintain high membership service levels. The program becomes a crucial element in our 


overall employee reward system. 


HOW THE QUARTERLY INCENTIVE PLAN WORKS 


There are four easy steps! 


1. Look to see how well the Company met its two funding goals - Achievement of quarterly 
Company goals determines whether the incentive plan is funded each quarter. These two goals are 
also referred to as the “funding goals”. For the Ist Quarter of 20__, we’re focusing on Net Interest 
Income and Share Growth. Level 1, 2 and 3 goals have been established for the first quarter 20__ 
as shown in the Funding Goals Table below. 


Sample Funding Goals Table 


Net Interest Income Level 1 Goal Level 2 Goal Level 3 Goal 


Ist Quarter 20 __ $8,175,000 $8,250,000 $8,350,000 
Share Growth Level 1 Goal Level 2 Goal Level 3 Goal 
ist Quarter 20 __ 3.85% 4.20% 4.50% 


We must achieve at least the Level 1 goal on both Net Interest Income and Share Growth for the 
plan to be funded. Every employee and department plays an important part in meeting these 
funding goals. 


2. Determine the level of funding (payout opportunity) based on overall Company performance 
- The goal level reached for the two funding goals determines the level of funding for the program. 


Based on commonly used variable pay practices, employees are categorized as either non-exempt 


Watson Wyatt 
Data Services 
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Current Cash Profit Sharing Plans Exhibit 56 (continued) 


(eligible for overtime) or exempt (not eligible for overtime). Funding levels differ for non-exempt 
and exempt employees as displayed in the charts below. This is the starting point for determining 
the potential award, or payout opportunity for each employee. 


To view the payout opportunity percentage, look at the point where the column for Net Interest 
Income achieved intersects the row for Share Growth achieved. 


Sample Payout Opportunity Tables 


Non-exempt 
Net Interest Income 


a Level 1 Goal Level 2 Goal Level 3 Goal 


Sh 
Growth 


Exempt 


Level 1 Goal Level 2 Goal Level 3 Goal 


Growth 


Watson Wyatt 
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Current Cash Profit Sharing Plans Exhibit 56 (continued) 


3. Determine how your department’s/team’s performance has affected the payout opportunity - 
Each team establishes two goals each quarter. Attainment of department or team goals grows or 
shrinks your team’s participation in the plan. How do you help? By helping your team meet its 
team goals. The Payout Opportunity Percentage is: 


e Increased by 10% if both goals are achieved 
e Not modified if only one goal is achieved 
e Decreased by 10% if neither goal is achieved 


4. Your individual performance determines how much of the team-modified payout 
opportunity you receive. Your payout is based on your most recent performance evaluation rating 
and is a percentage of your quarterly earnings. 


Individual Performance Payout Table 
: Portion of Team-modified Payout 
Rating . is 
Opportunity Received 
Below Meets Expectations 0% - Not Eligible to Participate 
[Meets Expectations | 70% 


100% 


LET’S LOOK AT AN EXAMPLE! 


In this example let’s assume the employee: is non-exempt, has a salary of $25,000, had Quarterly 
Eamings of $6250, and had a performance rating of “Meets Expectations”. This employee’s team met 


both of its goals. 
Step 1 - Determine how well the Company met its two funding goals 


e Assume Net Interest Income was $8,300,000. As shown in the “Funding Goals Table”, 
$8,300,000 is above the Level 2 funding goal of $8,250,000 and less than the Level 3 Goal. 
This means we would have achieved the Level 2 Goal for Net Interest Income. 


e Assume Share Growth was 4.0%. According to the Funding Goals Table, 4.0% is above the 
Level 1 Goal of 3.85%, but less than the Level 2 Goal. This means we would have achieved 
the Level 1 Goal for Share Growth. 


Watson Wyatt 
Data Services 
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Current Cash Profit Sharing Plans Exhibit 56 (continued) 


Step 2 - Determine the Level of Funding (Payout Opportunity Percentage) 


e Using the Payout Opportunity Chart, look for the point where the Level 2 Column for Net 
Interest Income meets the Level 1 Row for Share Growth. This indicates a 4% payout 


opportunity. 


Net Interest Income 


Level 1 Goal Level 2 Goal Level 3 Goal 
Share 
Growth 


Level 2 Goal 3.5% 4.5% 5.5% 
Level 3 Goal | 3 Goal 4% 5% 6% 


Step 3 - Determine How Team Performance Modified the Payout Opportunity Percentage 


e The team met both goals, so the Payout Opportunity Percentage is increased by 10%. 
e To calculate this we would multiply 4.0% by 1.10. 
e 4.0% times 1.10 = 4.4% (the “Team-Modified Payout Opportunity Percentage”) 


Step 4 - Determine How Much of the Team-Modified Payout Opportunity This Employee Will 


Receive 
° Performance of “Meets Expectations” Receives 70% of Team-modified Payout Opportunity 


e 0.70 times 4.4% = 3.1% 
° Quarterly earnings ($6250) times 3.1% = $193.75 award for the quarter 


WHAT?’S NEXT? 


Department meetings will be held in January to communicate your department/team goals and how your 
contributions directly affect the success of the Company and Quarterly Incentive Plan. Good Luck!! 


FREQUENTLY ASKED QUESTIONS 
Who is eligible for the Quarterly Incentive Plan? 
All full-time and regular part-time and peak time employees up through Assistant Vice President 


(excluding temporary and high school/college interns) are eligible to participate if they receive a 
minimum rating of “meets expectations” on their most recent performance review. Eligibility is 


reviewed each quarter. 
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Current Cash Profit Sharing Plans Exhibit 56 (continued) 


What if I don’t impact corporate goals? 


Every employee at the Company impacts corporate goals by ensuring their daily actions are in alignment 
with the overall strategic vision and goals of the Company. Your manager will be happy to review the 


vision and goals with you. 
When will employees be paid? 


If corporate goals are met, payment will be made on a regular pay period during the month following 


quarter end. 
Are performance increases being eliminated? 
No. Employees will still be eligible for performance increases based upon their individual performance. 


How will I know how the Company is doing in meeting the quarterly funding goals (Net Interest Income 
and Share Growth for Ist quarter 20__)? 


An email will be sent to all employees after the end of each month showing our progress toward meeting 


the quarterly funding goals. 


More plan details will soon be posted on the Intranet and in the HR folder 


Watson Wyatt 
Data Services 
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Certification Examination 


Information 


About WorldatWork Society of Certified Professionals® 


WorldatWork Society of Certified Professionals is an organization that certifies human resource professionals in 
the disciplines of compensation, benefits and work-life. WorldatWork Society designations include Certified 
Compensation Professional (CCP®), Certified Benefits Professional® (CBP), Global Remuneration Professional 
(GRP®), and Work-Life Certified Professional (WLCP®). 


www.worldatworksociety.org 
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Certification Examination Information 


Development 


Internal and external subject matter experts 
contribute to the development of the content 
of WorldatWork courses as well as the 
examinations. Exam questions are reviewed 
by an internal examination team to ensure that 
items are properly scripted and meet the 
standards of good measurement practices. 
Exam reviews consist of, but are not limited 
to, checking items for appropriate content, 
accuracy, and for clues that would help the 
person taking the exam answer the item 
correctly. 


The final step in the examination development 
process occurs when scores are received, 
indicating how well the exam performed. 
Subsequently, exams continue to receive 
regular reviews to assess performance and 
currency. 


Specifications 


Exam specifications serve as a guide for the 
development of WorldatWork examinations 
and consist of two parts: (1) the content or 
knowledge assessed by the test, and (2) the 
statistical analysis of the items of the test. 


The content or knowledge contained in the 
examinations is derived by a comprehensive 
breakdown of the material covered in each 
course, based on the Body of Knowledge. 
Exams are developed and refined on an 
ongoing basis by teams of staff and 
volunteers with expertise in each subject area. 
Questions assess mastery of the topics 
covered in the course books as the materials 
relate to the Body of Knowledge. Examination 
developers weigh the amount of key 
information presented in each module. 


Examination items cover the overall Body of 
Knowledge presented in the course, and 
reflect relative emphasis required in each 
module. Each test item is written based upon 
the module objectives and content to measure 
specific types of knowledge, such as recall, 
application, analysis, evaluation, etc. 


Time allotted for completion of each 
examination is four and one-half hours; 
however, most participants complete 
examinations within one and one-half to 
two hours. 


An item-by-item review of test items is 
performed to ensure that all test items meet 
the prescribed criteria. Each examination item 
is analyzed to determine exactly where it is 
presented in the course material. The analysis 
is conducted on an item-by-item, module-by- 
module basis. All examination items are 
developed with this balance in mind. 
Examination items must be clear and 
straightforward to reduce confusion and 
frustration, which would limit participants’ 
opportunity for success. 


Test items are subject to continual scrutiny by 
statistical analysis as well. Comprehensive 
statistical analysis is conducted on each exam 
at WorldatWork headquarters, which provides 
ongoing validity and reliability information. 
Exam results are reported to students 
electronically. Official transcript records are 
maintained at headquarters. Unofficial 
transcripts are available to examinees online. 


Each examination: 


1. Reflects course objectives, course 
materials and overall presentation to 
maintain content validity. 


2. Provides a balanced sequence of exam 
items according to class presentation and 
objectives. 


3. Contains test items with the appropriate 
number of alternative distractors to 
accurately determine discrimination. 


4. Is monitored using an item analysis for 
evaluating internal consistency and 
reliability. 


5. Serves as a measure of knowledge of 
course content and the Body of 
Knowledge. 
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The monitoring process consists of an 
ongoing review of the following factors: 


1. The security of examinations. 


2. The maturity, currency and relevancy of 
the examination over time. 


3. Acomprehensive item analysis, utilizing 
statistical procedures that include item 
discrimination and item difficulty 
assessment. 


4. Amonitoring of all items to identify those 
that consistently perform poorly on item 
analysis criteria and should be eliminated 
or revised. 


5. The implementation of adjustments 
necessary in the scoring base to reflect 
the integrity, fairness, and credibility of 
the examination. 


Certification examinations are designed to 
measure a specified level of proficiency 
relative to course content. This serves to link 
the exams to the associated Body of 
Knowledge. 


The minimum passing score (cut score) for 
all certification exams is 75 percent. By 
definition, this serves as the accepted 
threshold of mastery. 


Certification Examination Information 


Item Type and 
Number of Options 


Multiple-choice questions are used for 
certification exams. This type of question 
was chosen for the following reasons: 


1. Multiple-choice questions are easily 
adapted to meet a variety of testing 
situations. 


2. Psychometric research indicates that 
multiple-choice questions are more 
reliable than other types of questions. 


3. Multiple-choice questions can assess a 
wide range of knowledge, skills and 
abilities. 


4. Multiple-choice exams can be scored 
electronically. 


Based on research and contemporary 
measurement practice, the number of options 
(responses to the questions, i.e., A, B, C) 
ranges from 2 to 4. 


The following are the three components of 
multiple-choice questions: 


1. Stem: An opening or introductory 
statement, typically in the form a question. 


2. Options: Each choice (A, B, C) is an 
option. There is one BEST option, which is 
the correct response (which would be the 
consensus of a panel of experts). 


3. Distractors: The incorrect choices are the 
distractors. Distractors are believable 
responses; however wrong, or simply not 
the BEST response. 
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Certification Examination Information 


Exam-Taking 
Suggestions 


Examination anxiety is something that many 
people experience. The information contained 
in this document is intended to provide you 
with sufficient information to lessen possible 
anxiety that you may experience. 


The following suggestions are offered to help 
you perform to the best of your capabilities 
and knowledge: 


1. Trust your first instinct. 


2. Avoid over analyzing. Caution against 
reading too much into the questions. 


3. When in doubt, move on and return. 
4. Proceed through the test in order. 


5. Make educated guesses. If you are 
fluctuating between one or two choices, 
guess at one. There is no penalty for 
guessing. 

6. Use the margins of the exam booklet. 
Utilize the spaces available on the exam 
booklet to make any calculations, make 
notes and to note any questions that you 
may want to skip over and return to later. 


7. Review your answers. When finished with 
the test, scan it to ensure that you have 
provided an answer for each question. 


8. Use time wisely. There is adequate time to 
complete the test. Proceed through the 
test at a pace that is comfortable for you 
and that will allow you time to review and 
to check your answers. 


Fair Testing Practices 


Attention is focused throughout the 
examination development process on fair 
testing practices. Some of the factors that are 
included in this evaluation process are item 
writing and reviewing, item banking, item 
selection and examination review. 


The following support the efforts for fair 

testing: 

1. Exam developers are provided training in 
item writing. 


2. Examinations undergo reviews for any 
potential bias. 


3. Item performance is reviewed, including 
the instructional sensitivity of the item 
(the item needs to be difficult for those 
untrained and easy for those trained). 


4. Additional performance feedback is 
available to examinees upon request. 


Exam Administration 


Exams are typically offered on the third day 
of a WorldatWork certification course. The 
easiest and most cost effective way to take 
an exam is to take it following one of the 
classroom events. You may take an exam in 
conjunction with a course you are attending, 
or register to join the exam session on the 
third day to take a different exam. To allow 
sufficient testing time, we recommend that 
you register for no more than two exams at 
a single exam session. 


WorldatWork has hundreds of course/exam 
events scheduled worldwide throughout the 
year for your convenience. Additionally, the 
Society offers testing center options for 
examinees seeking an alternative to the 
WorldatWork exam sessions. (Please note: 
examinees are responsible for proctoring fees 
charged by the testing centers.) 


To identify the testing option that works best 
for you and obtain additional information on 
registration requirements and lead times, 
please call our Customer Relationship 
Services team at 877/951-9191. 
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